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Next month is the twentieth anniver- 
sary of writing tax literature (sic) for 
the Shoptalker, Lewis Gluick. He has 
put together interesting bits of nostalgia, 
which will make many of the oldtimers 
sigh for the days of needle beers, $1 bil- 
lion budgets and one per cent rates— 
no declarations, no withholding and no 
great strain on the ticker between 
January 1 and March 15, * * * * * * 


In addition, we shall review the 
papers presented at a staff meeting of 
Western accounting firm, and possibly 
learn something of “the way they do it 
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Tax Remedy 
Sr: 


Your February, 1948, issue, on page 134, 
re “A Hazard of Gifts in Contemplation of 
Death,” suggests a needed remedy to cure a 
defect in the estate tax law. 


I wish to suggest a different remedy 
which would not only cure the defect 
pointed out by Mr. Cowan but would in 
many other ways bring relief to administra- 
tors and executors with no added ultimate 
burden on beneficiaries: Repeal, as of the 
following January 1, both the gift tax and 
the estate tax, but at the same time change 
the income tax law, by adding to the 
definition of taxable income a proviso that 
income shall be deemed to include gifts 
in excess of $—— value, and all proceeds 
from estates, whether by devise, inheritance 
or otherwise, the same to be included in 
income at the time of receipt by the donor, 
heir or legatee. 


This shifting of the tax from the donor 
or testator to the donee or legatee would 
not deprive the Treasury of any revenue 
but would shift the tax to the person who 
enjoyed the gift or legacy. It would also 
obviate the great difficulty of valuation 
at the date of death in the case of an 
estate and substitute the lesser task of 
valuation at the date of receipt. It would 
also end the long list of controversies 
between the taxpayer and the Treasury 
as to whether a gift was made in contem- 
plation of death, and substitute the simple 
fact of taxability upon receipt. 


Obviously receipt by a religious or 
charitable organization already exempt from 
income tax by law would not change the 
present situation except that in many 
estates it would remove doubt and litiga- 
tion when the estate was left to a life 
tenant with remainder to charity. 

H. K. Burt 
WINDsoR, VERMONT 


Tax Quiz 
Sir: 

It was with considerable interest that 
I read Mr. I. J. Samuels’ answers to the 
May CPA examination in your July issue. 
With the popularity of quiz programs on 
the radio and in magazines, it might be 
of interest and benefit for readers of 
TAxeEs if one of your editors conducted 
a small “quiz corner” each month to show 
your readers how much they’ve forgotton! 


DuturH Minnesota ROBERT M. SitH 


Commissioner's Answer 
Sir: 


We are very much interested in the “$128 
Question” set forth on page 457 in the May 
issue, and in the comments from your 
subscribers in the July issue as to what 
would happen to a capital loss carry-over 
in the event husband and wife filed a joint 
return and in a subsequent year filed separate 
returns. We, too, had presented the same 
problem to lawyers, accountants and also 
revenue agents, but were unable to receive 
a satisfactory answer. 

Recently we presented the problem to 
the Commissioner of Internal Revenue. 

The example we set forth was this: A 
husband and wife have a combined net 
income of $25,000 and file a joint income tax 
return for 1948. They sustain a net capital 
loss in 1948 of $4,500, $1,000 of which they 
use to offset their combined income, leav- 
ing a loss carry-over of $3,500. In 1949, 
because one spouse has unusual medical 
expenses, it might be more advantageous 
to file separate income tax returns. 

Question: Under these circumstances, in 
1949 does the capital loss carry-over adhere 
to the actual owner of, the property sold? 
If not, could it be divided between husband 
and wife, or would it be allocated between 
them in the ratio of their respective 
incomes? 
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The following is quoted from the Com- 
missioner’s letter: 


“Under the provisions of section 29.117-5 
(b) of Regulations 111, if a husband and 
wife making separate returns, for any 
taxable year beginning after December 31, 
1942, made a joint return for each of the 
preceding taxable years (not exceeding five 
taxable years and beginning after December 
31, 1941), a net capital loss as shown by 
each such joint return shall be allocated 
to the spouses on the basis of their in- 
dividual net capital losses for each of such 
preceding taxable years, and the net capital 
loss allocated to each spouse shall be 
a short-term capital loss of such spouse 
for the taxable year, to the extent provided 
by section 117(e)(1) of the Code. 


“In order to obtain the allocation of 
the joint net capital loss carry-over from 
a joint return for 1948, as set forth in 
your example, to separate returns for 1949, 
it will be necessary to compute the in- 
dividual net capital losses of husband and 
wife as such net capital losses would have 
appeared had separate individual returns 
been filed by the spouses for the preceding 


year or years and apply the ratio of any- 


such individual carry-overs to the carry- 
over from the joint return.” 


Applying the above ruling to the problem 
which we presented, it would appear that 
if $1,500 of the $4,500 net capital loss 
represented losses sustained by the wife 
and $3,000 by the husband (after offsetting 
their separate incomes to the extent of 
$1,000), their respective capital loss carry- 
over from a joint return to separate returns 
would be 500/2500 of $3,500, or $700, for the 
wife, and 2000/2500 of $3,500, or $2,800, for 
the husband. 

SIDNEY F. TALIAFERRO 


WaAsHINGTON, D. C. 


Schedule Procedure 
Sir: 

On page 673 of your July issue, you 
display responses from tax accountants 
regarding their procedure on _ schedules 
attached to returns. For the past seventeen 
years we have always attached schedules 
to the returns and place but two or three 


figures on the actual blank. Our procedure 
includes: 


1. Preparation of financial statements in 
pencil form. 


2. Typing of financial statements to be 
included in client’s annual financial state- 
ment folder or audit report. 


Acq. and Non-acq. 








3. At the time of typing a piece of ditto 
or hectograph carbon paper is placed under 
the original typewritten sheet. This pro- 
duces a typewritten sheet which may be 
duplicated by the ditto or hectograph 
method. 


4. A supply of financial statements and 


schedules is run by ditto or hectograph 


methods. A quantity required by the client 
for credit purposes is mailed directly to 
the client. Sufficient copies are retained 
so that they may be securely stapled to 
our retained copies, a copy is filed with 
the Treasury Department and the remain- 
ing copies are placed in the taxpayer’s 
hands for his permanent files. : 


5. One separate typewritten schedule is 
prepared and attached to the income tax 
return wherein the net profit or loss as 
shown in the financial statements is recon- 
ciled to the taxable income. In this 
schedule, for instance, additions to or de- 
ductions from income according to the 
profit and loss statement are made for 
differences between book depreciation and 
allowable depreciation, accrual of taxes, 
unallowable donations and so forth. 


Where typewritten reports are not re- 
quired, we prepare all of the schedules even 
for small individual taxpayers on a piece 
of transparent paper. This transparent 
paper is put through a regular blueprint 
machine process, which turns out what is 
known as a B & W copy, i.e., black on 
white. The transparent originals are pre- 
cisely the same size as the federal income 
tax returns. Some sheets are provided in 
printed form representing definite schedules 
required, making it easy for the tax account- 
ant to fill them in. We feel this process 
has an advantage over the photostat pro- 
cess mentioned because a set can be dupli- 
cated at less than five cents, whereas 
eighteen cents is the photostat cost as 
outlined in the magazine. Often smaller 
taxpayers present detailed information 
which can be duplicated by photostatic 
process and placed in the returns because 
this information is in good legible shape 
and properly presented. During this entire 
period of time we have not had objections 
raised by either the Internal Revenue De- 
partment or State of Wisconsin Depart- 
ment of Taxation, and at no time has a loss 
of the schedules been brought to our at- 
tention. 


NorMAN E, SCHLEY 
WAUKESHA, WISCONSIN 


(Continued on page 861) 
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Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Nothing New Under the Sun 


It is the book of Ecclesiastes which first 
stated that there is nothing new under the 
sun. This familiar quotation is applicable 
even to the prosaic “ology” of income tax 
simplification. In recent years much pub- 
licity has been given to the necessity of 
simplifying the statute and its administra- 


tion. . Committees, official and unofficial, 
function for this worthy purpose. But this 
is nothing new under the sun. Twenty 


years ago, the same topic was very much 
in the tax news. Simplification then was 
urged for all the reasons that are advanced 
today. In addition it sought the abolition of the 
capital gains tax. Roy G. Blakey, who is well 
known to the readers of this magazine and 
to the tax men of the United States, spoke 
on the subject of simplification before the 
Fortieth Annual Meeting of the American 
Economic Association. His paper shows 
extraordinary prescience of the problem as 
stated in today’s terms. Unfortunately, we 
are not able to publish the entire address, 
but the excerpt from his conclusion will 
make you wonder that the paper was not 
delivered at last week’s meeting of a tax 
group. Professor Blakey is now at the 
University of California, Los Angeles, in 
the Department of Economics. 


“The work of the Bureau of Internal Rev- 
enue has been badly clogged. Much of this 
has been due to war excess profits taxes 
abolished in 1921. 


“The great accumulation of unsettled 
cases may be laid either to the complexities 
of the law or to incompetent personnel, or 
to both. Income has been difficult to deter- 
mine; legal and illegal evasion and attempts 
at evasion have been common; “closed” cases 
have been reopened by appeals, reversals 
of rulings, court decisions, etc. Of prime 
importance has been the matter of personnel. 
The turnover has been tremendous. The 
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Bureau has been a training school for those 
receiving better offers on the outside. Many 
of the best men have thus been drawn away. 
Those remaining have had more than they 
could do. 


“In emphasizing the prime importance of 
personnel, there is no intention of minimiz- 
ing the desirability of statutory simplifica- 
tion in so far as considerations of equity 
permit. Some simplifications have already 
been made, notably through the abolition of 
the excess profits tax, the reduction of rates 
and the raising of personal exemptions (not 
all of which we approve, by the way). 
Other simplification amendments are under 
consideration and, if continued, the Con- 
gressional Joint Committee on Internal 
Revenue Taxation and its advisory com- 
mittee will doubtless propose still other 
simplifications. 


“There is no denying the faults of our 
income tax statutes and of their administra- 
tion. But many of the difficulties could not 
be avoided under the stress of war demands 
and in view of our political organization. 
All in all, we are inclined to regard as some- 
what exaggerated the claims of those who 
insist that the income tax is being rapidly 
undermined and is doomed to early impo- 
tence. Possibly the wish is father to the 
thought in some cases. 


“After we have gone as far as practicable 
in simplifying the statute, it is still necessary 
to improve political organization, particularly 
administrative and legislative competence, 
in order that we may meet the complex 
problems upon which advancing civilization 
depends. Ultimately substantial improve- 
ment depends upon advancement in general 
intelligence and morals. Our legislators and 
administrators are persons of our own 
choice, swayed by the pressure which we 
all put upon them. More immediately, there 
is strong argument for continuation of the 
Joint Congressional! Committee with its 
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advisory committee of laymen who are tax 
experts. Their interrelations with both 
Congress and the Treasury have been fruit- 
ful to date; their services are possible of 
much extension and intensification. 


“Taxation is political in all the senses of 
that term. It is political all through its 
legislative and administrative phases, and 
even before legislation begins. It is a large 
part of the complex art of living together 
in vast multitudes in modern capitalistic 
society. Reforms are not reforms tnless they 
will work. When the Golden Rule is not 
in general usage, practical men will make 
suggestions that will work in a society as it 
actually exists. It is important to have 
the best possible means of getting such 
practical suggestions. 

“There should be a small group of able 
men, possibly headed by one man, which 
would take up the study of income tax 
improvement in a comprehensive and thorough 
fashion. This matter is of sufficient im- 
portance to justify undivided and continu- 
ous study, rather than spasmodic and hasty 
attention just before or pending the passage 
of some particular law. This particular prob- 


lem shouid be the main business, the long- ’ 


time, continuous business, not merely the 
occasional consideration, of some competent 
men or man having both ability and public 
spirit. They should confer with and seek 
the advice of practical men, theorists, tax- 
payers, legislators and onyone else who can 
make fruitful suggestions. They might well 
have an expert board of referees. They 
should be able to command the confidence 
and secure the cooperation of legislative and 
administrative leaders. They should be both 
theoretical and practical in the most sig- 
nificant senses of those terms. 


“Tmprovement is not likely to be meteoric. 
Those who ask for the demolition of our 
present system and the erection of an en- 
tirely new structure hardly expect to be 
taken literally. We do not expect either 
immediate demolition or a heavenly inspira- 
tion that will lead to the perfection of the 
income tax. Rather, we look for gradual 
improvements as dictated by experience, 
both in text of statute and in administration. 
Well-planned and continuous consideration 
by a small but capable group might well 
develop a leadership for both official and 
public opinion that would quicken the pace 
of progress in these matters.” 


Law Reviews in Capsule 


The shortage of paper during the war 
caused a number of excellent university law 


Tax-Wise 


journals to cease publishing their issues. In 
recent months a number have been able to 
resume publication. Some of these that have 
come to our attention are the Ohio State 
Law Journal, University of Cincinnati Law 
Review, Washington and Lee Law Review, 
University of Pittsburgh Law Review and 
West Virginia Law Quarterly. 


Tax law and labor law, to judge from the 
number of articles devoted to each field, 
are of predominant interest. These rela- 
tively new fields have pushed the more 
academic subjects of jurisprudence and ad- 
ministrative law into the background. 


The law journals of the better-known 
schools, such as Harvard, Yale and Colum- 
bia, are widely known and read outside the 
circle of alumni; but many capable authors 
contribute valuable pieces to the less promi- 
nent journals, too. For instance, Edward 
N. Polisher, a widely recognized writer on 
estates and taxes, is a frequent contributor 
to the Dickinson Law Review, a not so well- 
known journal. 


The best of these articles are not lost 
to posterity, however, for there is a publica- 
tion, a sort of Reader's Digest of the legal 
periodicals, which makes abstracts of. the 
articles in over one hundred law journals 
every month. We are glad to see the re- 
issue of these publications. They enrich the 
practice of law and also the practitioner. 


State Taxation of Partnerships 


Norman W. Wegner, writing in the 
Marquette Law Review for February, 1948, 
gives a little advice to the attorney handling 
partnership tax cases under state laws in 
states which levy a personal income tax: 
“Recent developments in the taxation of 
income of family partnerships makes it es- 
sential to re-examine the evidentiary tests 
being currently applied to determine how 
the partners are taxed. The Wisconsin at- 
torney must be aware of the federal develop- 
ment in this field because the Wisconsin 
Supreme Court has recently accepted the 
precepts of the celebrated Tower case for 
state income tax purposes. Thus, both fed- 
eral and the state income tax questions in 
this field will generally follow the same 
criteria of taxability.” 


Meetings of Tax Men 


The Federal Tax Forum of New York 
will begin its 1948-1949 program on Thurs- 
day evening, September 23, 1948, by present- 
ing as its speaker Mr. Jacquin D. Bierman, 
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a member of the New York bar and a 
partner in the firm of J. K. Lasser & Com- 
pany. Mr. Bierman was formerly the assist- 
ant head of the Review Section, General 
Counsels Office, Bureau of Internal Revenue, 
in which capacity he handled many Section 
722 claims. His subject will be “Recent 
Excess Profits Tax Developments.” 


The meeting will be held, as usual, in the 
Hotel Sheraton, Lexington Avenue and 
Thirty-eighth Street, New York City. 


The Tax Executives Institute, Inc., will 
hold its third annual conference at the Mt. 
Washington Hotel, Bretton Woods, New 
Hampshire, on September 26, 27, 28 and 29, 
1948. 


Secretary of the Treasury John W. Snyder 
will address the banquet on the night of 
September 28. 


The functions of the conference will be 
divided as follows: Sunday, September 26— 
official reception and cocktail party; Mon- 
day, September 27—state tax day; Tuesday, 
September 28—federal tax day; Wednesday, 
September 29—city and local tax day—busi- 
ness meeting. Social functions will be sched- 
uled so that the many members and their 
wives attending can relax part of the time. 


Invitations are extended to any corporate 
tax executives and their wives, within the 
limitations set by the Institute, to join in 
this conference and witness the many advan- 
tages the Institute offers the chief tax execu- 
tive of a corporate enterprise. 


Registration forms may be obtained by 
direct inquiry to Tax Executives Institute, 
Inc., 274 Madison Avenue, New York 16, 
New York. 


The annual conference of the New Eng- 
land State Tax Officials Association will be 
held at the Equinox House, Manchester, 
Vermont, on October 19, 20 and 21, 1948. 
The conference will start with an evening 
session on the nineteenth and finish with 
a forenoon. meeting the twenty-first. 


Over three hundred persons representing 
thirty-nine states and the District of Colum- 
bia attended the Sixteenth Annual Confer- 
ence of the National Association of Tax 
Administrators in Toronto, Canada, July 
11-14, 1948. 


The elected officers of the association are 
as follows: president, Alger B. Chapman, 
president of the New York State Tax Com- 
mission; vice-president, C. Emory Glander, 
Commissioner of Taxation, Ohio; secretary, 
Bert E. Mitchner, Director of Revenue, 
Kansas. 
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Lecturing the Editor 


Sometimes it pays to make mistakes 
such is the circumstance which 
brought us the articles by Walter Schulman, 
page 791, and Meyer Rothwacks, page 797. 


In an announcement, we cut short the 
term of the tax symposium of the Federal 
Bar Association. Mr. Schulman wrote that 
another meeting was scheduled at which he 
would discuss “Penalties and Problems in 
Civil Tax Fraud Cases,” and Mr. Rothwacks, 
a special assistant to the Attorney General, 
Tax Division of the Department of Justice, 
would take up “Law and Procedure in Crim- 
inal Tax Cases.” 


We were offered the lectures and are 
happy to present them to our readers. 


Walter Schulman 


New Jersey Chairman of 
the Federal Bar Tax Law 
Institute 





Meyer Rothwacks 


Tax Division, Department 
of Justice 


[The End] 
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New Assistant 
Secretary Graham 
. . . Fiscal 1949 Budget 


Washington Tax Talk 





Our Cover: 


John S. Graham was appointed Assistant 
Secretary of the Treasury on July 15, 1948, 
by President Truman. For the past two 
years he has been with the Treasury, having 
come there as executive assistant to the late 
Undersecretary, Max O. Gardner. Mr. 
Graham is an attorney, admitted in North 
Carolina, where he practiced law, specializing 
in taxation. 


In his new position he will probably de- 
vote a great amount of his time to develop- 


ing the Treasury’s tax program and recom- - 


mendations for legislation. 


Interesting Tax-Saving Device 


Under this title some tax lecturers have 
been paying lip service to the idea of issuing 
private corporation bonds in the nature of 
the savings bonds of the United States. Mr. 
Harry T. Devine (“Voluntary Disclosure of 
the Decedent’s Fraud,” TAxes—The Tar 
Magazine, April, 1948, page 308) explains the 
idea like this: 

“The general tenor of this subject is that 
a corporation will issue its bonds in a nature 
similar to that of the United States Govern- 
ment savings bonds, providing for a pur- 
chase price of, for example, $750 and retire- 
ment in ten years at $1,000. The corporation 
can then deduct the $250 from its income 
over a period of ten years, and the purchaser- 
taxpayer will report the $250 as income an- 
nually only if he is on an accrual basis; and 
then, when the bond is retired, the increment 
is subject to the capital gains tax. 

“T did not believe it possible that the 
Treasury would permit private corporations 
to sell their bonds on a better tax basis 
than the Treasury sells the E bonds. But 
apparently that is correct, as the following 


letter from the Treasury Department bears 
out: 


“*Further reference is made to your letter 
dated May 19, 1948, in regard to the treat- 
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ment for income tax purposes of the incre- 
ment on non-interest bearing bonds. 


“*You refer to section 117(f) of Chapter 
I of the Internal Revenue Code, which pro- 
vides, “For the purposes of this chapter, 
amounts received by the holder upon the re- 
tirement of bonds, debentures, notes or 
certificates or other evidences of indebted- 
ness issued by any corporation (including 
those issued by a government or political 
subdivision thereof), with interest coupons 
or in registered form, shall be considered as 
amounts received in exchange therefor.” 
Since a gain upon the retirement of a secu- 
rity as described in this section would be 
subject to tax as a gain on the sale of a 
capital asset, provided the security itself is a 
capital asset, you inquire whether the effect 
of the section is to discriminate against pur- 
chasers of United States Treasury savings 
bonds, the increment of which is subject to 
surtaxes under the provisions of section 
42(b) of the Internal Revenue Code. 


“Section 22(d) of the Second Liberty 
Bond Act (c. 56, 40 Stat. 290), as amended 
by the Public Debt Act of 1941 (c. 7, 55 
Stat. 7), relating to United States savings 
bonds and United States Treasury savings 
certificates, provides, in part, “For purposes 
of taxation any increment in value repre- 
sented by the difference between the price 
paid and the redemption value received 
(whether at or before maturity) for savings 
bonds and savings certificates shall be con- 
sidered as interest.” In accordance with this 
specific provision of law, any increment in 
value of these securities is not subject to the 
treatment authorized in the ease of certain 
other securities by section 117(f) of the 
Internal Revenue Code. 


“The difference in the treatment for in- 
come tax purposes of non-interest bearing 
securities issued at a discount by private 
corporations and similar securities issued by 
the Government has been recognized by the 
courts. See George Peck Caulkins v. Com- 
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missioner [CCH Dec. 13,000], 1 T. C. 65[6], 
affirmed by the United States Circuit Court 
of Appeals for the Sixth Circuit ([44-2 
ustc { 9416] 144 F. (2d) 482).’ 

“Later I wrote asking for clarification, 
and received another letter which indicates 
clearly that if you purchase a United States 
savings bond, you will pay income taxes at 
the regular rates, but that if you purchase a 
similar type of bond from a private corpora- 
tion, you will be rewarded for your shrewd- 
ness by saving approximately one half of 
your taxes on the increment since the long- 
term capital gain rates will apply to the 
income from the private bond. 


“T discussed the matter with Congressman 
Hardie Scott of Philadelphia, and he intro- 
duced H. R. 6999, a bill which would afford 
the same tax treatment to the purchasers of 
the savings bonds.” 


The Budget 


The President recently released a review 
of the budget of the United States for the 
fiscal year 1949. This is a correction of the 
estimate made in January. It appears now 
that expenditures of the fiscal year 1949 will 
be $42.2 billion. This figure is higher than 
the January estimate because of increased 
appropriations for the national defense pro- 
gram, veterans’ benefits and tax refunds. 


Receipts in the same period will be less 
than the January estimate because of the 
tax reduction effected in personal income 
earlier in the year. Total receipts will now 
be but $40.7 billion. 

In January, the President thought that re- 
ceipts would be about $44.5 billion, of which 
fifty-two per cent would come from direct 
taxes on individuals and twenty-three per 
cent from direct taxes on corporations. 
Excise, customs and miscellaneous receipts 
would make up the other twenty-seven per 
cent. 

Just prior to the review of the budget, 
the President issued the Midyear Economic 
Report. Comparison between these two 
documents is made difficult because one car- 
ries most facts and figures on the fiscal year 
basis and the other makes its estimates on 
the calendar year basis. In some respects 
the Midyear Economic Report is as opti- 
mistic as the budget report is pessimistic. 
According to the economic report, the gross 
national product hit a new high of $246.5 
billion, and consumer income reached an an- 
nual average of $208 billion. The report makes 
the rather interesting observation that 
“under reduced taxes, it now appears that in 
the second half of the calendar year 1948, 
there will be only a small surplus, if any, 
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although a sharp rise in prices under the 
pressure of inflation will operate to increase 
Treasury receipts materially.” 


‘Goodnight, Sweet Prince”’ 


Probably more articles have been written 
about the Dobson decision than about any 
other tax case. During the last few years, 
this magazine has carried many references 
to the rule laid down in that case. The 
Dobson rule fell upon the dagger of the new 
Federal Judicial Code, and expired. This 
act, by amending Section 1141(a) of the 
Internal Revenue Code, authorizes the Cir- 
cuit Courts of Appeals and the United States 
Court of Appeals for the District of Colum- 
bia to review the decisions of the Tax Court 
to the same extent as they now may review 
the decisions of the District Courts in civil 
actions tried without a jury. This ends the 
oft-cited rule of finality given to the deci- 
sions of the Tax Court by the Supreme 
Court’s decision in Dobson v. Commissioner. 

The Judicial Code becomes effective 
September 1, 1948. 


Supreme Court 


The government has indicated that it will 
not appeal from the decision of the Ninth 
Circuit Court of Appeals in Stuart v. Chinese 
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BUREAU OF THE BUDGET 


Washington Tax Talk 


Chamber of Commerce of Phoenix (48-2 ustc 
79315). Therein it was held that a court 
could refund to the rightful owner, without 
regard to the claims for refund require- 
ments of Section 3772, a sum seized by the 
collector to be applied against tax liability 
of the holder. Certiorari has been applied 
for in the Bank of America National Trust 
case (48-1 ustc J 9308), in which it was held 
that depreciation could not be accumulated 
for deduction in a year for which the great- 
est tax benefit would result. 


Commissioner 


The Commissioner has acquiesced in the 
Lee case (CCH Dec. 16,386) and the Young 
case (CCH Dec. 16,363), in both of which 
alimony payments covering a fixed period 
were held deductible as periodic payments 
where the amounts varied in proportion to 
the taxpayer’s income. Acquiescence has 
also been announced in the Miles-Conley 
case (CCH Dec. 16,368), wherein the Com- 
missioner’s allocating to a commission com- 
pany income of a proprietorship formed by 
the sole stockholder was held erroneous. 
Nonacquiescence has been announced in 
Akron Welding and Spring Company (CCH 
Dec. 16,362), in which the issuance of notes 
by the taxpayer to its principal stockholders 
was held to constitute constructive payment 
of salaries. 
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Capital Gains on Sales of Patents 
By RICHARD S. GREENLEE and JAY O. KRAMER 


THE PRIMARY INTEREST OF TODAY’S PATENT 
OWNER IS NO LONGER MAXIMUM INCOME BUT 
MAXIMUM INCOME AFTER INCOME TAXES... 


N THIS DAY of high personal income 

taxes, the alternative rate limited to 
twenty-five per cent on capital gains by. 
Section 117 of the Internal Revenue Code 
seems almost a blessing to harried tax- 
payers. It is to be expected, therefore, 
that taxpayers will make constant efforts 
to handle their business affairs in such a 
manner as to receive capital gains instead 
of ordinary income. Some of these attempts 
have succeeded despite firm opposition from 
the Commissioner of Internal Revenue. 


One field in which wise draftsmanship 
and careful planning will result in tax 
savings is the disposal of patents. If the 
owner of a patent can arrange the transac- 
tion as a sale rather than a licensing, he may 
have capital gain instead of ordinary income. 


The patent owner prior to our day of 
high income tax rates quite understandably 
negotiated an agreement for disposition of 
his interests in the patent solely on the 
basis of the greatest possible expectation 
of income. The incidence of high surtax 
rates, however, has tempered his negotia- 
tion; his primary interest is no longer maxi- 
mum income but maximum income after taxes. 


Whether or not the disposition of the 
patent will result in capital gain rather 
than ordinary income to the owner, will 
depend upon whether he has “sold or ex- 
changed” a “capital asset” or otherwise 
brought himself within the scope of Section 
117 of the Internal Revenue Code. Putting 
aside for the moment the other requisites 


Sales of Patents 


of Section 117, some of which will be dis- 
cussed later in this article, we turn to a 
consideration of what constitutes a sale or 
exchange of a patent. 


Unlike other categories of tax law, in 
which the niceties of title and refinements 
of conveyancing have been ignored (Helver- 
ing v. Hallock [40-1 ustc J 9208], 309 U. S. 
106 (1940)), the courts have generally fol- 
lowed basic patent law rules laid down by the 
United States Supreme Court and the other 
federal courts in determining whether a 
patent has been sold or exchanged or merely 
licensed. (General Aniline & Film Corpora- 
tion v. Commissioner [44-1 ustc J 9134], 139 
F. (2d) 759 (CCA-2, 1944); Edward C. 
Myers [CCH Dec. 14,992], 6 TC 258; Kimble 
Glass Company [CCH Dec. 15,963], 9 TC 
Glass Company [CCH Dec. 15,963], 9 TC 183.) 


Waterman Test 


It seems well established that the test 
indicated by the Supreme Court in Water- 
man v. Mackenzie, 138 U. S. 252 (1891), will 
be applied in answering this question.’ 


To constitute a sale or exchange of a 
patent, the patent must be “assigned” and 
not “licensed.” The Supreme Court in the 
Waterman case, and in the later case of U. S. 
v. General Electric Company, 272 U. S. 
476 (1926), held that a disposition of a 


1The Myers, Kimble Glass and other cases all 
regard Waterman v. Mackenzie as gospel on this 
point. 
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patent will be an assignment only where 
there is a transfer of exclusive rights to 
“make, use and vend.” The transfer of 
less than these three rights in the patent 
would constitute a mere licensing. (Six 
Wheel Corporation v. Sterling Motor Truck 
Company of California, 50 F. (2d) 568 
(CCA-9, 1931).) Thus, in the Waterman 
case the grant of the rights to make and 
vend without the specific grant of the right 
to use the invention amounted to a licensing 
rather than an assignment. On the other 
hand, if the owner of a patent grants to 
another exclusive rights to make, use and 
vend, the fact that such “exclusive” rights 
are restricted to a specified part of the 
United States or to “an undivided part or 
share” of the patent will not make the 
transfer any less an assignment or render 
it a licensing.® 


Mr. Justice Gray, in Waterman v. Mac- 
kensie, supra, stated: 


“The patentee or his assigns may, by 
instrument in writing, assign, grant, and 
convey, either (1) the whole patent, com- 
prising the exclusive right to make, use, 
and vend the invention throughout the 
United States; or (2) an undivided part or 
share of that exclusive right; or (3) the 
exclusive right under the patent within and 





2The omission of the specific right to use 
from the wording of the conveyance was costly 
to taxpayers in Kimble Glass Company, supra, 
and in Cleveland Graphite Bronze Company 
[CCH Dec. 16,410], 10 TC —, No. 125 (1948). 
But cf. Parke, Davis & Company [CCH Dec. 
8748], 31 BTA 427 (1934). 

In Parke, Davis & Company, supra, the 
Board of Tax Appeals held that the granting 
of an undivided one-half interest in a patent 
constituted an assignment which was a sale for 
purposes of income tax. 
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throughout a specified part of the United 
States. Id. Sec. 4898. A transfer of either 
of these three kinds of interests is an as- 
signment, properly speaking, and vests in 
the assignee a title in so much of the patent 
itself, with a right to sue infringers. In 
the second case, jointly with the assignor. 
In the first and third cases, in the name 
of the assignee alone. Any assignment or 
transfer, short of one of these, is a mere 
license, giving the licensee no title in the 
patent, and no right to sue at law in his 
own name for an infringement. Id. Sec. 
4919; Gayler v. Wilder, 10 How. 477, 494, 
495; Moore v. Marsh, 7 Wall. 515.” 


While the granting of an “undivided part 
or share” of the entire patent will con- 
stitute an assignment, a grant of anything 
less than the right to make, use and vend 
the entire invention will constitute a mere 
licensing. For instance, the transfer of the 
rights to a specific claim under a patent 
is a licensing and not an assignment. (Pope 
Manufacturing Company v. Gormully Manu- 
facturing Company, 144 U. S. 238 (1892).) 


Sales Under Section 117 


Consequently, it would seem that a patent 
owner may dispose of some of his bundle 
of rights in such manner as to constitute 
an assignment or sale, yet still retain rights 
in the patent which may similarly be dis- 
posed of by transfer to others or retained 
at the patent owner’s option. Will such 
transactions be considered sales for pur- 
poses of Section 117? An affirmative answer 
is indicated. In Parke, Davis & Company, 
supra, the Board of Tax Appeals permitted 
the owner to transfer one half of its interest 
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in certain patents to an assignee with the 
tax result of a sale rather than a licensing.‘ 

So also the grant of the exclusive right 
to make, use and vend an invention in a 
specific area of the United States should 
constitute a sale within the meaning of 
Section 117. Thus, the grant of such 
rights for the Eastern United States or 
perhaps one specified state in that area 
would be a sale. What, however, of a grant 
restricted to a very small area such as a 
city or county? The matter might well 
become one of degree. 

If the taxpayer examined carefully the 
doctrine of the Waterman case, apparently 
fully applicable to the field of income tax, 
he might wonder where difficulties might 
be encountered in applying the doctrine, 
and perhaps would puzzle over the reasons 
of the Commissioner of Internal Revenue 
in so steadfastly resisting the desire of 
taxpayers to treat transfers of patents as 
sales. The answer to the latter question, 
apart from a natural inclination of the 
Commissioner to take the position pro- 
ducing the greater revenue, may be found 
in the form in which transfers are frequently 
effected. 4 

Some transfers have most of the char- 
acteristics of an assignment but contain 
some attributes of a licensing. These may 
or may not constitute sales. Some, on the 
other hand, have the predominating features 
of a licensing with fewer elements which 
resemble an assignment. These would un- 
doubtedly not be deemed sales for purposes 
of Section 117. Whether a given transfer 
will fall on one side of the line or the other 
may well depend upon the language’ em- 
ployed in the instrument effecting the trans- 
fer. The line of demarcation is not too 
shadowy to allow some specific observa- 
tions, which may be helpful in framing a 
transfer in the category of a sale rather 
than a licensing. 


Passage of Title 


First, the agreement should provide un- 
equivocally for the passage of title to the 
patent. Failure to make this stipulation 


*The holding in the cited case clearly fol- 
lows from the rules of patent law laid down in 
Waterman v. Mackenzie, supra. However, it 
May be questioned whether blind adherence to 
the Waterman case will produce the correct re- 
Sults for purposes of income tax. Perhaps the 
patent law rules should be interpreted in the 
light of the ‘‘substance’”’ of the case. See Hel- 
vering v. Clifford [40-1 ustc § 9265], 309 U. S. 
331 (1940). 

5It is interesting to note that the Commis- 
sioner has acquiesced in both the Myers and 
Kimble Glass Company cases. 


Sales of Patents 





may subject the seller to the necessity of 
proving his intent by other language. In 
the leading case, Edward C. Myers’ the 
Tax Court held that despite certain lan- 
guage in the conveyance couched in terms 
of a license the taxpayer had sold his 
flexible rubber tread patent to the Goodrich 
Rubber Company. The court followed the 
decision of the Supreme Court in Waterman 
v. Mackensie, supra, in determining that 
the granting of the exclusive rights “to 
make, use and sell” was a sale and not a 
licensing. However, even if the taxpayer 
grants the three rights mentioned, he must 
take care not otherwise to reserve the title ~ 
to the patent to himself. (Federal Labora- 
tories, Inc. [CCH Dec. 15,811], 8 TC 1150 
(1947).) In the Federal Laboratories case 
the Commissioner prevailed by showing 
that the taxpayer had specifically reserved 
ownership of a patent in an airplane cart- 
ridge starter, despite language indicating 
that the exclusive rights to make, use and 
sell had been transferred. The use of the 
phrase “transfers all right, title and interest 
in and to” the patent has had judicial 
approval" as affecting the sale of a patent. 
In the exercise of caution to avoid litigation 
or dispute with the Bureau of Internal 
Revenue, the following phrase should dispel 
any doubt: 


“The seller hereby sells and transfers to 
the purchaser all right, title and interest 
in and to the X patent, including the right 
to make, use and sell.” 


(Cf. Federal Laboratories, Inc., supra.) 


Installment Payments 


Second, the agreement may provide that 
the sales price be paid in installments. Thus 
the taxpayer can take advantage of the 
provisions of Section 44 of the Internal 
Revenue Code permitting capital gains to 
be reported over a period of years. These 
installments have often been designated as 
“royalties,” and the amount to be paid has 
been measured by the annual use of the 
patent by the purchaser. Such a designa- 
tion will not necessarily make the transac- 


®In this case the agreement provided: 

‘1. The Licensor hereby grants to the Li- 
censee an exclusive license, together with the 
right to grant sublicenses, to make, use and 
sell throughout the United States, its territories 
and possessions.”’ 

tAdamson v. U. 8. [46-1 ustrc { 9166] (DC 
Calif., 1946); Bessie B. Hopkinson [CCH Dec. 
11,286], 42 BTA 580 (1940), aff'd [42-1 ustc 
7 9330] 126 F. (2d) 406 (CCA-2, 1942)—‘‘does 
grant, bargain, sell, convey, transfer, assign, 
set over and deliver.’’ See also Hdward C. 
Myers, supra. 
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tion a licensing rather than a sale." How- 
ever, discretion and a desire to avoid litiga- 
tion both indicate the use of the term 
“purchase price installments,” rather than 
“royalties,” based on the number of units 
manufactured or sold by purchaser of the 
patent annually during the remaining life 
of the patent.® If desired, a minimum 
annual payment may be fixed in the agree- 
ment. (Edward C. Myers, supra.) 


Designation of ‘‘Parties”’ 


Third, the agreement may designate the 
parties to the transaction as “licensor” and 
“licensee” and still be held to constitute a 
sale. (Parke, Davis & Company, supra.) 
Again, however, nothing is gained by such 
usage. The terms “seller” and “purchaser” 
should be employed to re-emphasize the 
intent to assign the patent. 


Revesting of Title 


Fourth, provision may be made in the 
agreement to revest title in the seller upon 
default in the payment of any annual in- 
stallment of the purchase price. The object, 
of course, is to protect the seller from 
becoming an ordinary creditor in the event 
of such a default. The clause, however, 
must be so drawn as to constitute a “condi- 
tion subsequent.” (Commissioner v. Celanese 
Corporation [44-1 ustc $9147], 140 F. (2d) 
339 (CA of DC, 1944); Edward C. Myers, 
supra; Kimble Glass Company, supra; Ray- 
mond M. Hessert [CCH Dec. 16,120 (M)], 
6 TCM 1190 (1947).) The importance of 
using such language as “the title to said 
patent shall thereupon revest in the seller” 
rather than phraseology indicating a se- 
curity device under which there is doubt 
as to whether title has passed, is brought out 
by the Commissioner’s continued question- 
ing of patent transfers involving such ter- 
mination provisions. In order to make 
certain that the transaction is a sale, it 
must be made absolutely clear in the first 
instance that title has passed to the pur- 
chaser, and that upon default it will “re- 


8 Kimble Glass Company, supra. In this case 
the payments were termed ‘“‘royalties’’ and the 
parties ‘‘licensor’’ and ‘‘licensee.’’ The impor- 
tance of this decision is re-emphasized in the 
case of a nonresident alien, If he merely li- 
censes a patent to an American firm, thirty per 
cent of the royalties are subject to withhold- 
ing. If he sells the patent, the installments 
are part of the purchase price and there is no 
tax on his capital gain. See also Elrod Slug 
Casting Machine Company [CCH Dec. 16,313 
(M)], 7 TCM — (1948). 

*An interesting question may arise on the 
depreciation of patents thus assigned. Section 


vest” in the seller. Otherwise, the Bureau 
may well contend that the transfer is a 
mere licensing with the payment of annual 
royalties as a condition precedent to the 
further use of the patent by the licensee. 


Avoidance of “*Sublicensing” 


Fifth, the use of the term “sublicense” 
should be avoided in the agreement. No pro- 
vision should be made granting the trans- 
feree of the patent the right to “sublicense” 
the patent. (Federal Laboratories, Inc., 
supra. Cf. Edward C. Myers, supra.) The 
term itself would connote that the trans- 
feree, in sublicensing, is himself merely a 
licensee and not the owner of the patent. 
However, .there would be no harm in pro- 
viding that although the transferee has full 
right to sell or assign the patent, he is 
not thereby released from his obligation to 
pay the annual installments based on the 
use of the patent by himself and his assignee. 
In such cases, of course, adequate provision 
for correct reporting of the use of the 
patent would have to be made. 


Other Precautions 


Finally, a number of situations must be 
avoided if the seller of the patent wishes 
to report the transaction as a capital gain. 
The holding of a number of patents by an 
individual, or by a partnership or corpora- 
tion organized for that purpose, should be 
avoided. The Commissioner may well con- 
tend, as in Harold T. Avery [CCH Dec. 
12,812], 47 BTA 538 (1942), that the patents 
then constitute stock in trade rather than 
capital assets under Section 117 (a) (1) 
of the Internal Revenue Code. See also 
James H. Adamson [CCH Dec. 15,520 (M)], 
5 TCM 1071 (1946) ; Edward C. Myers, supra; 
Maurice Bacon Cooke et ux. [CCH Dec. 
14,398 (M)], 4 TCM 204 (1945). The pro- 
ceeds of the sale of patents held as stock 
in trade would constitute ordinary income, 
and all the pains taken by a careful drafts- 
man to delineate the transaction as a sale 
rather than as a licensing would be in 


29.23 (1) 7 of Regulations 111 allows deprecia- 
tion based on cost, spread over the remaining 
life of the patent. In an old ruling (A. R. M. 
35, 2 CB 142) it was held that the assignor of 
a patent who retained the right to a percentage 
of the profits, had a depreciable interest over 
the life of the patent. Could the assignor treat 
the installments of purchase price (i. e., the 
annual royalty payments) as long-term capital 
gains, and at the same time charge off the cost 
of the patent to him by annual deductions of 
depreciation? The tax saving from such treat- 
ment is obvious. 
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vain. A sale would be effected, but the 
proceeds would not be capital gain.” By 
the same token, individuals owning one or 
more patents should be most careful not to 
designate themselves in their tax returns or 
otherwise as professional inventors if the 
result of the Avery case, supra, is to be 
avoided. (Raymond M. Hessert, supra; Ed- 
ward C. Myers, supra.) As soon as a person 
has more than one patented invention in 
his name, the possibility arises that the 
Commissioner will claim that their sale 
results in ordinary income. (Leo M. Harvey 
et al. [CCH Dec. 15,687 (M)], 6 TCM— 
(1947); John W. Hogg [CCH Dec. 13,795 
(M)], 3 TCM 212 (1944); William M. Kelly 
{CCH Dec. 15,844 (M)], 6 TCM— (1947).) 


Conclusion 


Although much of what has been stated 
about patents should apply with equal force 
to the transfer of trade names (Rainier 
Brewing Company [CCH Dec. 15,228], 7 TC 
162; Seattle Brewing & Malting Company 


[CCH Dec. 15,117], 6 TC 856), copyrights 
(Rafael Sabatini [CCH Dec. 8979], 32 BTA 


705, [38-2 ustc 9470], 98 F. (2d) 753; 
Irving Berlin [CCH Dec. 11,299], 42 BTA 
668; Clifford H. Goldsmith [CCH Dec. 


13,017], 1 TC 711), unpatented inventions 
(Edward C. Myers, supra), and other fields, 
these are beyond the scope of this article.” 
If the present high tax rates continue, 
further development of similar tax-saving 
devices can be expected in many situations, 
all with the view of converting ordinary 
income into capital gain. However, it must 
be realized that the Commissioner has a 
strong ally in these matters. The so-called 
purchaser or transferee will be anxious in 
many cases to expense the payments as 
ordinary deductions, rather than to capital- 
ize and amortize them as a buyer. (As- 
sociated Patentees, Inc. [CCH Dec. 14,440], 
4 TC 979 (1945).) The determining factor 
may well depend in the last analysis on the 
relative economic strength of the two parties 
to the transaction. [The End] 





CHANGES IN PERSONAL INCOME TAXES 


A review of some 1948 state legislation reveals the following 
changes applicable to personal income taxes: 


Louisiana allows a standard optional deduction of $500 or ten 





per cent of adjusted gross income, whichever is the lesser; provides 
that federal income taxes must be taken as a deduction for the same 
period as that for which the federal return is filed; adds special provi- 
sions for allocating income of nonresident individuals and foreign 
corporations; and prescribes a new statutory apportionment formula 
based on ratios of tangible property, wages and sales. 


Maryland permits the use of the optional method for computing 
income tax by individuals whose gross income is $10,000 and less and 
provides for an additional tax exemption of $1,000 for blind persons. 


Mississippi provides for a standard optional deduction of eight 
per cent of gross income (maximum $400) and authorizes profits from 
sales of real property to be reported on the installment basis. 

Virginia increases individual income tax rates to two per cent on 
the first $3,000, three per cent on income over $3,000 to $5,000 and five 
per cent on income over $5,000, and increases the corporation income 
tax rate to five per cent. 





Such proceeds also would be outside the 
scope of Code Section 117 (j) by virtue of their 
derivation from the sale of assets constituting 
stock in trade. 


Sales of Patents 





11See Paul Edgar Swartz, ‘‘Authors and the 
Federal Income Tax,’’ TAXES—The Tax Maga- 
zine, January, 1948, p. 51, for a detailed dis- 
cussion of the problem as it affects copyrights 
and literary material. 
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How the Standard Deduction 


Affects Contributions 


By 


JOHN K. HULSE 
THE STANDARD DEDUCTION WAS AN EMERGENCY MEASURE, BUT 


AS A REGULAR FEATURE OF THE TAX LAW 


IT’S A “PHONY” 





6¢—N COMPUTING net income no de- 
duction shall in any case be allowed 

in respect of personal, living or family 

expenses.” (Code Section 24(a)(1).) 


“In computing net income there shall 
be allowed as deductions: 


“(b) All interest paid or accrued within 
the taxable year, except. 


“(c) Taxes paid or accrued within the 
taxable year, except. . . .” (Code Sections 
23(b) and 23(c).) 

Interest on the mortgage and taxes on 
the property mortgaged are not among 
the exceptions enumerated in Section 23 
of the Code. Nor is any exception created 
if the taxpayer lives in or on the property. 


It would be futile, of course, to attempt 
to reconcile these conflicting provisions, 
and nobody seems to be interested in doing 
so. They have been in the income tax 
laws for some thirty-five years, and we are 
fully accustomed to them. 


It should be of interest, however, to note 
how this anomaly has contributed to the 
effect of the standard deduction on the 
making of donations to religious and 
welfare activities. 


In adopting the optional standard de- 
duction, an effort was made, by including 
an allowance for housing, to remove the 
disadvantage to the renter represented by 
the nondeductibility of interest and taxes 
paid by him indirectly as rent. To ac- 
complish this, the old rate of six per cent 
for deductions, included in the table on 
the short form for incomes up to $3,000, 
was increased to ten per cent of “adjusted 
gross income” up to $5,000. 


After this change was made, the con- 
tradictory provisions of the Code work 
no hardship, as to taxpayers in these 
brackets, on either owner or renter—with- 
out any consideration of charitable giving 
at this point. In higher brackets, where 
the cost of housing and other usual de- 
ductions ordinarily would not be covered 
by the standard deduction, the renter has 
a greater income tax to pay since he cannot 
include housing, as such, among those 
deductions. 


Increase in Renters 


In thus approaching the effect of the 
standard deduction on charitable giving, 
we find ourselves concerned primarily with 
the renter. 


In November, 1945, according to figures 
published by the United States Bureau of 
the Census, there were 37,600,000 occupied 
dwelling units, of which 17,591,000 were 
occupied by tenants. This is 46.8 per cent 
of the total, and represents a decrease from 
56.4 per cent in 1940, due principally to 
the purchase of homes in war plant centers 
because rental properties were placed on 
the market, there having been no ceiling 
on the selling prices of such properties, 
whereas rents were controlled. 


Since November, 1945, however, the per- 
centage of tenant occupancy has probably 
increased. Real estate transfers have di- 
minished in volume, and apartment house 
construction has been on a scale hitherto 
unkown. Returned service men who have 
married and have been doubling up with 
their relatives have not, as a rule, been 
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financially: able to buy homes at current 
high costs, and have been moving into these 
new apartment houses. ° 


In the absence of official figures, it would 
not be unreasonable to estimate that nearly, 
if not quite, half of the dwelling units 
in the United States are now tenant- 
occupied. In short, the renter, numerically, at 
least, is just about as important as the home 
owner, as far as the impact of any pro- 
vision of the income tax law is concerned. 


According to figures—presumably for 
1946—appearing in a recent article by the 
Commissioner in the Saturday Evening Post, 
some fifty-one million individual returns 
were filed. About forty-three million of 


the taxpayers filing, or nearly eighty-five - 


per cent, used the standard deduction or 
its equivalent—either on Form 1040 or on 
Form W-2. 

In 1939, the last prewar year, when every- 
body itemized deductions, about eight 
million returns were filed. In 1946, the 
same number of taxpayers itemized de- 
ductions; the forty-three million additional 
taxpayers used the standard deduction. 


Could this be coincidence? Apparently not, 


as we Shall see. 


Discrepancy in Contributions 


In moving up the rate for over-all de- 
ductions from six per cent to ten per cent 
in 1944, contributions were included at 
between two and four percentage points. 
Yet the best statistics available show that 
not more than one per cent of income was 
contributed to church and welfare in 1946. 
In 1946 as compared with 1928, the national 
income increased by 111 per cent, while 
church contributions increased by eleven 
per cent and living costs by more than 
forty per cent. 

According to the dictionary, a standard 
is a “measure,” or a “model generally ac- 
cepted as correct.” If half of the forty-three 
million additional taxpayers used the stand- 
ard deduction and half itemized their de- 
ductions, it could reasonably be said that 
a fair measure had been established. Even 
if two thirds had used the standard de- 
duction, it could properly pass as a fair 
standard, in view of the purpose and need 
to simplify the returns and the administra- 
tion of the law. But with all of these 
additional taxpayers using the so-called 
standard deduction, there is nothing standard 
about it. It is merely a device for making 
easy the preparation and filing of returns. 

Without attempting to discount the value 
of the simplification made possible by the 


Standard Deduction Affects Contributions 





adoption of the “standard” deduction, it 
is proper, nevertheless, to inquire into the 
effect of any change in law on the distribu- 
tion of the tax burden, as well as on 
the institutions and activities which have 
become an essential part of our national 
life, and which are supported by direct 
contributions from taxpayers. 


Here we should note the universal 
practice in fund-raising solicitation to con- 
front the prospect with the statement that 
he may deduct his contribution in figuring 
his income tax. This plea is not founded 
on an empty theory; it is based on what 
the American taxpayer likes to do best—to 
deduct something. 


Shift in National Income 


In relating the contradiction in the law to 
the effect of the standard deduction on 
contributions, another factor of importance 
is encountered: the shift in the national 
income from the few to the many. In 1936, 
nearly fifty per cent of the population had 
an income below $1,000. In 1946, over 
sixty per cent had an income above $2,000. 


In the last three years of this period, as 
now, these new recipients of income received 
deductions for contributions whether they 
made any or not. 


Many students of the problem contend 
that the inclusion of contributions in the 
standard deduction is basically wrong; that 
it discourages the formation of the habit 
of contributing; that it conveys an attitude, 
enacted into law, that it is immaterial 
whether church, charity and welfare are 
supported by people who pay taxes. Life 
magazine states editorially, in its issue of 
January 26, that the ten per cent automatic 
deduction “is really a laugh.” 


As the income tax law is now constructed, 
in the vast majority of cases individual 
taxpayers who have only earned income 
and who rent their places of abode have 
no deductible expenditures whatever except, 
possibly, local income taxes—about one per 
cent on income up to $5,000, on the average, 
exemption considered—and contributions, 
if any. Thus, about half of the entire 
number of individual taxpayers are at a 
distinct disadvantage both as to ability 
and as to incentive to contribute. 


In the upper brackets, where the $500 
maximum standard deduction is of no in- 
terest to the’ home-owner, it is a question 
of relative ability to contribute. The apart- 
ment dweller of Lake Shore Drive or Park 
Avenue does not have the margin for giving 
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enjoyed by his counterpart in the residential 
section of the North Shore near Chicago, 
or of Westchester County, New York—to 
compare two sets of neighbors. He pays 
property taxes and interest, but pays them 
indirectly as rent along with the landlord’s 
profit, none of which is deductible. His 
income tax is, accordingly, higher than if 
he owned his residence. 


In the bottom brackets, it is a matter 
of incentive as well as of ability. The 
standard deduction includes contributions, 
and in most cases the allowance runs as 
high as nine or ten per cent of income—as 
the law is now constructed. The renter is 
too far away from the point where actual de- 
ductions count in figuring his income tax. 


The immediate burden of this contradic- 
tion in the law is borne by the minority 
which has acquired the habit of giving and 
continues to give as a matter of duty and 
social conscience, and by church, charity 
and welfare, whose source of income has 
declined because of this contradiction—in 
addition to other reasons found in the 
increased cost of living, the high income 
tax rates and the breaking up of large 
estates and resultant redistribution of that 
wealth through confiscatory tax rates. 


Ultimate Burden 


The ultimate burden will fall upon the 
whole public; if these essential services are 
not supported from private funds, they 
must be supported by public funds—taxes. 
If the concern currently expressed by 
leaders in these fields is as well founded 
as the available evidence indicates, public 
funds will be the final answer. And that 
implies inevitable and serious problems 
beyond the scope of this discussion. 


Inasmuch as the amount of income tax 
a person pays depends upon a combination 
including 


of factors, deductions, exemp- 













tions and tax rates, all of which are capable 
of adjustment at any time, it might not 
be unreasonable to suggest that all in- 
dividual taxpayers be placed on the same 
footing in the matter of what is deductible 
as, or in lieu of, “personal, living or family 
expenses,” and at the same time to furnish 
all taxpayers the same inducement, or in- 
centive, to support religious, charitable and 
welfare organizations and activities of their 
own choice. 


The standard deduction was an emer- 
gency war measure to simplify collection 
and get in the revenue. The ten per cent 
rate is clearly too high. It includes an 
allowance for contributions several times 
the amount actually contributed. To this 
extent, it is a “phony” deduction. 


Remedy 


The obvious remedy, as a matter of 
fairness to those who do contribute, is to 
reduce the standard deduction by the 
amount of the allowance it contains for 
contributions, and adopt a different method 
of reducing the tax of the person who actu- 
ally contributes, whether he uses the stand- 
ard deduction or itemizes his deductions. 


In order to encourage the habit of giving, 
the government can afford to offer a sub- 
stantial incentive, either by a tax credit 
or by a deduction, or by both. Any change 
along these lines would serve to remove 
inequities affecting both those who con- 
tribute and those who pay rent. It is an 
odd sort of law that penalizes the generous 
supporters of semigovernmental activities 
such as those conducted by the Red Cross, 
the hospitals and other organizations, and 
favors those who contribute nothing to 
these essential services. But it is not odd 
that a collection method superimposed on 
a contradiction results in an oddity. 


[The End] 


. 


John K. Hulse, a Philadelphia certified public 
accountant, has been a contributor to TAXES— 
The Tax Magazine for several years. His most 
recent articles were “You Gotta Stay Out All 
Night” (April, 1947) and “Can the Cash Basis of 
Reporting Be Justified Now?” (February, 1946) 
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Taxing Refunded Municipals 


By R. T. BOEHM 


THIS COLUMBUS, OHIO ATTORNEY AND ACCOUNTANT CUTS 
THE UNDERBRUSH OBSCURING A CLEAR VIEW OF THE PROB- 
LEMS OF TAXING THE REFUNDING OF MUNICIPAL BONDS 





ONSTITUTIONAL HISTORY seemed 

to teach, until the waning days of the 
thirties, that neither federal nor state gov- 
ernment had power to tax the income from the 
securities of the other. This convenient ref- 
uge against the high surtax rates of the 
federal income tax provided a similar pro- 
tection against state income taxes levied at 
progressive rates. 


Early instrumentality decisions, buttressed 
by strong dictum in Pollock v. Farmers Loan 
& Trust Company, had said or implied that 
any taxes of any sort which might reflect 
in the operations of one government were 
necessarily barred to the other. Since a tax 
on the income from securities arguably 
would create a necessity for increased rates 
of interest to carry the load in competition 
with private borrowers, it was thought to 
he forbidden.” 

Since 1938, attacks from all three coordi- 
nate branches of government—executive,’ 





1157 U. S. 429 (1895); on rehearing 158 U. S. 
601. 

2 The instrumentality-immunities doctrine has 
been perpetuated by thousands of pages of docu- 
mentation. Among those demonstrating that the 
essential soundness of the basic reasoning of 
McCulloch v. Maryland did not require an ab- 
solute immunity but only a nondiscriminatory 
operation, insofar as employees and securities 
were involved, typical are Treasury officials’ 
utterings such as Wenchel, ‘‘Federal-State Re- 
ciprocal Taxation of Income from Public 
Securities,’ TAXES—The Tax Magazine, Sep- 
tember, 1939. p. 507, and Kent, ‘‘Reciprocal 
Taxation by Federal and State Governments of 
Salaries and Income from Securities,’’ ibid., No- 
vember, 1939, p. 625. See also a note, Croslin, 
“Taxability of Government-Bond Interest,’’ 27 
Georgetown Law Journal 768. 

3’ Wenchel, footnote 2, supra, quotes pertinent 
Passages from the messages of President Roose- 
velt to Congress in 1938 and 1939. 
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legislative * and judicial "—have largely laid 
to rest the fear that tax-free bonds could 
never be otherwise. Apparently as a matter 
of federal policy, income from state securi- 
ties is still exempted from federal taxation 
by express provisions, possibly out of def- 
erence to those who doubt the economic 
wisdom of such exactions;® but federal bond 
and share earnings are becoming increas- 
ingly lawful prey for tax collectors.’ 


Even at the high-water mark of the im- 
munities doctrine, there was little difficulty 
in securing judicial approval of income tax- 
ation levied on the capital gains from trans- 
actions in municipals. Wallcuts v. Bunn; in 
1931, approved an obvious distinction be- 
tween a tax on government security interest 
income as such and a profits tax predicated 
on the capital gain from dealing in the bonds. 





+ Public Salary Tax Act of 1939, 53 Statutes 
574, Chapter 59, now incorporated into Code 
Section 22 (a), commenced taxation of state em- 
ployees and permitted state taxation of federal 
employees. Presumably the same thing may be 
done, with bond income, mutatis mutandis, if 
Congress sees fit. See Rottschaefer, footnote 9, 
infra. 

5 New York ex rel. Graves v. O’Keefe [39-1 
ustc J 9411], 306 U. S. 466 (1939). 


¢ Bronfenbrunner, ‘‘Economic Effects of the 
Taxation of Government Securities, 35 Illinois 
Law Review 293, 294. The three major economic 
issues are these: ‘‘(1) Effects on the fiscal posi- 
tion of various government bodies. (2) Effects 
on the degree of inequality of the distribution of 
wealth. (3) Effects on the level of private in- 
vestment and business activity.”’ 


7 As to federal taxation, see Code Section 22 
(b) (4); 481 CCH { 107.001; Regulations 111, 
Section 29.22 (b) (4)-2; Public Debt Act of 1941, 
55 Statutes 7, Section 4, 31 USCA 757c (d) and 
742 (a); Public Debt Act of 1942, 56 Statutes 
189, Section 4, 31 USCA 742 (a). 


8 [2 ustc {| 640] 282 U.S. 216. 
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Although Chief Justice Hughes recognized 
the presence of an indirect burden, he con- 
sidered a mondiscriminatory tax® on the 
profits sufficiently dissociated to escape the 
full implications of the privilege.” 


If these retréats from the farthest reaches 
of the instrumentalities doctrine mean any- 
thing, they certainly demonstrate that the 
basic reasoning of McCulloch v. Maryland 
and its spawn was fundamentally correct as 
to the first step,” but that no governmental 


® See Rottschaefer, ‘‘Federal Taxation of State 
and Municipal Bond Interest,’’ 20 North Carolina 
Law Review 141, 157: ‘‘The principle against 
discriminatory taxation is likely to be all that 
will be left of the reciprocal immunity in this 
(salary) field.’’ This author also recognizes 
that the nondiscrimination analogy will apply 
equally, mutatis mutandis, to securities income. 
See also Bergstrom, ‘‘The Decline and Fall of 
Tax-Immune Salaries,’’ 17 Chicago-Kent Law 
Review 159; Gardner, ‘‘Tax-Immune Bonds,’’ 
8 George Washington Law Review 1200; Powell, 
“Intergovernmental Tax Immunities,’’ ibid., 
p. 1213. All emphasize the nondiscriminatory 
operation of the tax involved. For the federal 
government, Solicitor General (now Associate 
Justice) Jackson argued that the presence of 
the exemption actually discriminated in favor 
of the government employee (306 U. S. at 473). 

10 Willcuts v. Bunn is noted in a number of 
comments, all published in 1931. See, inter alia, 
30 Michigan Law Review 161; 5 St. John’s Law 
Review 299; 79 University of Pennsylvania Law 
Review 987; 44 Harvard Law Review 651; 31 
Columbia Law Review 512; 6 Indiana Law 
Journal 444; 15 Minnesota Law Review 605; 19 
Georgetown Law Journal 487; 3 Rocky Moun- 
tain Law Review 288. See also a 1939 article, 
“Taxation of Capital Gains on Tax-Exempt Fed- 
eral Securities,’’ 49 Yale Law Journal 352. 

11The full meaning and the implications of 
the immunities doctrine are not properly con- 
cerned here, except insofar as the principles bear 
on the problem at hand. A step analysis 
assists in an analysis of the various facets in- 
volved: 

First-Degree Burdens: The Supreme Court 
will not sanction a tax levied by one government 
where it will operate as a direct burden on the 
other. Here it is not possible, in a realistic 
sense, to set up a nondiscriminatory tax. See 
the language of Justice Frankfurter in New 
York v. U. 8., footnote 12, infra. Thus, in the 
original progenitor decision, McCulloch v. Mary- 
land, 17 U. S. 316 (1819), the State of Maryland 
set out to hamper the first United States bank 
by taxing its notes. Such a scheme, in any 
form, would be in contravention of the rule. 

Second Degree Burdens: Where the taxable 
event or person or object is not the other gov- 
ernment itself but its bond issues (footnote 2, 
supra), its employees (footnotes 4 and 5, supra) 
or its independent contractors (Helvering v. 
Gerhardt [38-2 ustc { 9320], 304 U. S. 405), all of 
which are used for governmental purposes but 
are not themselves the government, the modern 
rule will permit taxation so long as the opera- 
tive effect is nondiscriminatory. See footnote 
12, infra. 

Third-Degree Burdens: Where the government 
itself is involved in a nongovernmental activity— 
e. g., in a liquor monopoly (Ohio v. Helvering 
[4 ustc J 1284], 292 U. S. 360) or in a business 


immunity will be extended to the second 
and third degree so long as the operation 
has no destructive impulse and so long as 
the taxation operates on sovereign and sub- 
ject alike.” 


The power to tax “income, from what- 
ever source derived,” conferred on Congress 
by the ratification of the Sixteenth Amend- 
ment, prescribed the upper limits which 
might be properly exercised.” The struggle 
to discover the limits resulted in a long and 


competing with private enterprise, as in the 
Saratoga Springs mineral water case (New York 
v. U. 8.) —and is interested only in the potential 
profits to be earned and not as a matter of 
direct governmental function, or where, as in 
Willcuts v. Bunn, the event is at least two steps 
removed from the government, nondiscrimina- 
tory operation is again the touchstone. 

But caveat: where Congress has expressly 
provided that its instrumentality shall be ex- 
empt from state taxation, the state cannot tax 
on a proprietorship or nondiscriminatory basis. 
City of Cleveland v. U. 8., 323 U. S. 329 (1945). 
This decision, wherein public housing projects 
were said properly to have been ruled exempt 
by Congress, overruled a persuasive argument 
by the Supreme Court of Ohio in FPHA uv. 
Guckenberger, 55 N. E. (2d) 265 (1944), to the 
effect that since the doctrine of intergovern- 
mental immunity from taxation has been re- 
pudiated as applied to the state government 
(citing, inter alia, Ohio v. Helvering), there is 
no reason for discriminating in favor of the fed- 
eral government. 


12 New York wv. U. 8., 326 U. S. 572 (1946). A 
general excise tax imposed on all mineral waters 
produced for sale brought New York a liability 
to the federal government, based on the state- 
owned springs at Saratoga Springs. Being non- 
discriminatory, the tax was sustained over the 
objection of the Attorneys General of forty-five 
states siding with New York. “Only a State 
can own a Statehouse; only a State can get 
income by taxing. These could not be included 
for purposes of federal taxation in any abstract 
category of taxpayers without taxing the State 
as a State. [See footnote 11, supra.] But so 
long as Congress generally taps a source of 
revenue by whomsoever earned and not uniquely 
capable of being earned only by a State, the 
Constitution does not forbid it because its inci- 
dence falls also on a State.’’ The pervading 
emphasis on nondiscrimination is a demonstra- 
able undertone. See also Allen v, Regents of 
University System of Georgia [38-2 ustc { 9321], 
304 U. S. 439, sustaining a federal admissions 
tax on football games at the Alma Mater of the 
‘“‘Wramblin’ Rex’’! The Saratoga Springs case 
is noted in 40 American Journal of International 
Law 374 and in 48 Michigan Law Review 853, 
it is questioned by Gates, ‘‘Federal Taxation of 
Public Business Enterprises,’’ 38 Public Utilities 
Fortnightly 14. 

13 Hisner v. Macomber [1 ustc { 32], 252 U. S. 
189 (1920), argued by Charles Evans Hughes 
for the taxpayer and generally considered to be 
one of the most significant income tax cases ever 
decided. It was reaffirmed in the face of a New 
Deal-inspired attack in Helvering v. Griffiths 
[43-1 ustc J 9319], 318 U. S. 371. The Macomber 
ease is discussed by Holzman in his column, 
“Tax Classics,’"’ TAXES—The Tax Magazine, 
February, 1948, p. 170. 
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tenuous process of judicial and legislative 
groping, a process that is still in progress.™ 
Whether in its exercise of the grant Con- 
gress has actually gone as far as it might 
go, or has instead, for good reason, relented 
somewhat in the use of its power, is a dis- 
tinct problem. 

Stemming from Eisner u Macomber, cer- 
tain events involving corporations and their 
security holders were found to have amounted 
to such severance from the juristic entity 
as would justify the imposition of an in- 
come tax burden on the individua].” In the 
early days, Congress seems to have been 
of little assistance in this respect. The Su- 
preme Court, in searching for workable 
tests, swept within the scope of the taxing 
grant certain corporate reorganizing, re- 
financing and refunding transactions, exten- 
sions of the taxing power which were later 
thought by the business community to hamper 
its legitimate activities. Congress responded 
by enumerating certain exemptions to effect 
relief from the operation of the income tax 
statutes. These piecemeal acquisitions cul- 
minated in the “nonrecognition” provisions 
of the Internal Revenue Code as we know 
them today.” : 


The precisely worded provisions seemed to 


allow room for manipulation to avoid what 
otherwise should be plainly taxable. Quick 
to see that its cooperation was essential, the 
Supreme Court was explicit in holding that 
it is not enough for a transaction to come 
within the exact wording of the section. 





1* Magill, Taxable Income (revised ed., 1945), 
Ronald Press Company. 

1 Ibid., pp. 18, 22. But severance as a sina 
qua non seems to have fallen by the wayside. 
See, e. g., Helvering v. Bruun [40-1 ustc J 9337], 
309 U. S. 461, finding a taxable event when the 
lessor regained possession of real property on 
which his tenant has constructed a building. 
The rule of the Bruun case was reversed by the 
enactment of Section 22 (b) 11, excluding from 
gross income the value of the building at re- 
version, and Section 113 (c), excluding such a 
building from basis. 

’% Swartz, ‘‘Recapitalizations and - Related 
Problems,’’ Proceedings of the New York Uni- 
versity Fourth Annual Institute on Federal 
Taxation, Mathew Bender & Company, p. 588 
et seq.; note, ‘‘Income Tax Treatment of Cor- 
porate Reorganizations,’’ 28 Iowa Law Review 
85; Kudet, ‘‘Tax Definition of Reorganization: 
Mergers and Consolidations,’’ 40 Michigan Law 
Review 541. P 

17 A luminous account of the historical back- 
ground may be found in Magill, op. cit., at Chap- 
ter 2. See also Commissioner v. Neustadt Trust 
[42-2 ustc ] 9751], 131 F. (2d) 528 (CCA-2, 1942). 
A dual purpose is there recited, with reference 
to Congressional sources: (1) to encourage legiti- 
mate reorganizations, and (2) to eliminate the 
taking of losses. For a comprehensive treatment 
of the general subject, see Holzman, Corporate 
Reorganizations — Their Federal Tax Status 
(1948), Ronald Press Company. 
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Emphasizing substance, it requires as a 
fundamental prerequisite the presence of at 
least a legitimate corporate * business pur- 
pose.® Thereby, sham transactions executed 
by a closed corporation to avoid taxation 
will fail of their purpose. The Gregory 
text, metaphysical as it may seem to a wor- 
ried taxpayer, has produced a salutary effect 
in closing a huge potential loophole.” 

A second elementary test of eligibility 
under the reorganization nonrecognition 
provisions requires the taxpayer to demon- 
strate that his interest in the enterprise 
continues from the old form of organization 
into the new. This continuous-interest test 
was launched in 1933 by Pinellas Ice and 
Cold Storage Company v. Commissioner” and - 
is typified by the leading case of LeTulle v. 
Scofield.” The doctrine seems to emphasize 
ownership of at least some part of the enter- 
prise, at least after the reorganization; 
conversely, it might seem to exclude the in- 
terests of creditors with no other claim to 
proprietary interest. From this, some would 
consider it doubtful whether bondholders 
with no other invested capital would be 
entitled to come under the statute unless 
some other explicit provifion furnishes a 
haven from the collector. 

Justice Robérts’ discussion in LeTulle v. 
Scofield includes the comment that the reor- 
ganization-nonrecognition provisions are “not 
satisfied unless the transferor retained a 
substantial stake in the enterprise. . . . Where 
the consideration is wholly in the trans- 
feree’s bonds, or part cash and part such 
bonds [as distinguished from the situation 
in which some stock ownership is an integral 
part of the transaction], we think it cannot 
be said that the transferor retains any pro- 
prietary interest in the enterprise. On the 
contrary, he becomes a creditor of the trans- 

18 Suggested and painstakingly analyzed by 
Spear, ‘‘ ‘Corporate Business’ in Reorganiza- 
tion,’’ 3 Tax Law Review 225. See also Flack, 
“Where Tax Saving Is Behind the Business 
Purpose,’’ TAXES—The Tax Magazine, October, 
1945, p. 910. 

129 Gregory v. Helvering [35-1 ustc { 9043], 293 
U. S. 465. See case notes in 83 University of 
Pennsylvania Law Review 804; 48 Harvard Law 
Review 852; 4 Brooklyn Law Review 354; 23 
California Law Review 641. See also Holzman, 
‘*Tax Classics,’’ op. cit., May, 1948, p. 454. 

20See Holzman, ‘‘Ten Years of the Gregory 
Case,’’ 79 Journal of Accountancy 215; Lourie, 
‘“‘The Business Purpose Doctrine,’ TAXES— 
The Tax Magazine, September, 1947, p. 800. 

21 [3 ustc J 1023] 287 U. S. 462. 

22 [40-1 ustc { 9150] 308 U. S. 415. See notes, 
38 Michigan Law Review 700; 53 Harvard Law 
Review 683; TAXES—The Tax Magazine, Au- 
gust, 1939, p. 492. Pertinent also are Groman 
v. Commissioner [37-2 ustc J 9533], 302 U. S. 82; 
Helvering v. Bashford [38-1 ustc { 9019], 302 
U. S. 454; Helvering v. Southwest Consolidated 
Corporation [42-1 ustc ] 9248], 315 U. S. 194. 
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feree ...; [and a possibility of a foreclosure 
upon default does not change] his status 
from that of a creditor having a proprietary 
stake, within the purview of the statute.” ™ 


Municipals—Industrials 


The long-established precedents which have 
shaped fiscal policy weave a backdrop for 
the Commissioner’s assertion of a tax on 
municipal bond-refunding operations. Out- 
standing issues are commonly replaced by 
new; and reflection alone would persuade 
that if sound policy impelled Congress to 
postpone the taxation of refinancing and re- 
funding transactions in industrials, there is 
little reason that identical events for mu- 
nicipals should not be treated similarly. 


The Second Circuit Court of Appeals 
differs. Looking at the Philadelphia 1941 
refunding, it learned that the city, to take 
advantage of a favorable money market, 
had issued refunding bonds calling for “in- 
terest at the same rate as the old bonds 
until the first date at which the old bonds 
could be called by the city, after which they 
bore a lower rete of interest than the old 
bonds. [The new bonds] also provided for 
a later optional redemption date than the 
old bonds, but an earlier date of maturity. 
Both ... [were] coupon bonds, but the new 
ones could later be converted into registered 
form at the holder’s option. In all other 
respects, the exchanged bonds were identical, 
being general obligations of the city.” * There 
Was no serious question but that the sever- 
ance or change was sufficient to constitute 
a taxable event under the Sixteenth Amend- 
ment; the problem arose over the applicability 
of the nonrecognition provisions of the Code. 
Two judges—Frank, who wrote the opinion, 
and Learned Hand, who concurred—agreed 
with the Commissioner and the Tax Court * 
that Section 112 had no application to mu- 
nicipal corporations. Examining the statute, 


23 See Weiss, ‘‘Notes as Securities Within Sec- 
tion 112 (b) (3),’’ TAXES—The Tax Magazine, 
March, 1948, p. 228, discussing continuous-in- 
terest doctrine; ‘‘Continuity of Interest in Re- 
organization Under the Federal Income Tax,”’ 
49 Yale Law Journal 1079. Griswold, *‘‘ ‘Securi- 
ties’ and ‘Continuity of Interest,’ ’’ 58 Harvard 
Law Review 705, points out the confusion and 
unfairness resulting from a too liberal applica- 
tion of the continuous-interest rule. 

24 The cities of the United States are often in 
financial straits. For one man’s analysis of 
some of the reasons and opinion as to what to 
do about it, see Brabson, ‘‘New Sources of 
Income for Municipalities,’’ TAXES—The Tax 
Magazine, June, 1947, p. 499. 

2% Emery v. Commissioner [48-1 ustc { 9165], 
166 F. (2d) 27 (CCA-2, 1948). 

2 Emery (CCH Dec. 15,770], 8 TC 979 (1947), 
two judges dissenting. 
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Judge Frank thought that since five of the 
six subsections” by their express terms 
could not apply to municipal corporations 
(but query), and since nothing in the legis- 
lative history showed an intention either 
way, the one section which might otherwise 
be so included™ could not be extended to 
cover units of local government. 


Judge Chase dissented; his eye was at- 
tracted by the history behind the provisions. 
He assumed that “Congress intended to 
give municipal corporations as much leeway 
taxwise, in dealing with the refunding of 
their securities, as it... [intended to give] 
private corporations. To some extent, the 
securities of municipal corporations have to 
compete in the market with those of private 
corporations, and it is impossible for me 
to believe that the language in the statute, 
as applicable on its face to one as to the 
other, was not intended to apply [equally] 
to both. . . . From the standpoint of the 
individual bondholder, the attractiveness of 
the municipal corporate bonds would be 
altered by any discrimination taxwise in 
favor of private corporation bonds. 
Such a discrimination would be reflected 
in the marketability of each. [Further], it 
might frequently tend to [discourage]... 
consent to a refunding that might be highly 
desirable from the standpoint of the city.” 


Curiously enough, several courts had pre- 
viously heard similar appeals involving similar 
facts. The question of nonrecognition, un- 
til recently, has been ignored™ since usually 
the principal concern has been to discover 
a taxable severance. 


The Second Circuit is keeping respectable 
company, joined just recently by the Third,” 


(Continued on page 852) 


27 Section 112 (g) (1) may be paraphrased 
thus: ‘‘The term ‘reorganization’ means (A) a 
statutory merger or consolidation, or (B) an 
exchange of stock (at least 80 per centum), 
(C) a merger, (D) a consolidation, (E) a re- 
capitalization, or (F) a change in identity.’’ 

28 Section 112 (b) (3) may be paraphrased 
thus: ‘‘No gain or loss shall be recognized if 

. securities in a corporation a party to a 
recapitalization [see footnote 27, supra] are in 
pursuance of the plan of recapitalization ex- 
changed solely for . . . securities in such cor- 
poration.”’ 

2 Among other decisions, see City Bank 
Farmers Trust Company v. Hoey [42-2 ustc 
{ 9747], 52 F. Supp. 665 (DC N. Y., 1942), aff'd 
per curiam [43-2 ustc 7 9627], 138 F. (2d) 1023 
(CCA-2); Thomas Watson [CCH Dec. 15,676], 
8 TC 569 (1947); Girard Trust Company v. U. 8. 
[47-1 ustc { 9236], 69 F. Supp. 874 (DC Pa., 
1946). 

9% Girard Trust Company v. U. 8S, [48-1 ustc 
1 9209], 166 F. (2d) 773 (1948); aff’g DC (see 
footnote 29, supra). The remedy, the Third 
Circuit says, is to ask that Congressional inten- 
tion be more explicitly stated. 
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in Civil Tax Fraud Cases 


By WALTER H. SCHULMAN 


Penalties and Problems Arising 


AT THE LAST SYMPOSIUM HELD BY THE FEDERAL BAR TAX LAW 


INSTITUTE AT NEWARK, PRESIDED OVER BY WILLIAM F. SMITH, 
UNITED STATES DISTRICT JUDGE FOR NEW JERSEY, THE FOL- 


Ts FRAUD as a study in fascination and 
frustation must be left to the contempla- 
tion of those who do not bear responsibility 
for the tax health of clients. The serious 
personal and financial implications of civil 
tax fraud, as distinguished from criminal 
violation, require the most painstaking min- 
istrations of the professional representatives 
of the taxpayer charged with fraud. The 
discussion here will embrace the nature 
of the fraud penalty, the method of com- 
putation, the definition of fraud by factual 
illustration, and salient procedural con- 
siderations in the representation of the 
taxpayer by his counsel. 


Sections 293 (a) and 293 (b) of the 
Internal Revenue Code impose a penalty 
of five per cent of the tax deficiency 
caused by negligence of the taxpayer in 
reporting income, and fifty per cent of the 
tax deficiency if any part thereof is due 
to fraud with intent to evade tax, the 
penalty is assessed, collected and paid in 
the same manner as the ordinary deficiency 
of income tax. As to survival of the 
fraud penalty after the death of the tax- 
payer, in Estate of Wetter [CCH Dec. 
11,304-D], BTA memo. op. (September 11, 
1940), the Board held that the fraud penalty 
cannot be assessed against or collected 
from the estate of a deceased taxpayer. 
The Bureau of Internal Revenue at one 
time took the position that as the fraud 
penalty was not personal punishment but 
compensation for tax loss to the govern- 
ment, it survived the taxpayer’s death. 
(G. C. M. 22326, 1940-2 CB 159.) The 
present attitude of the Bureau appears to 
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LOWING TWO LECTURES, THE SECOND AT PAGE 797, WERE GIVEN 


be that the facts and circumstances will 
determine whether it will attempt to add 
penalties to the tax after the taxpayer’s 
death. The question of the right to assess 


.a fraud penalty after death may be re- 


garded as unsettled, in the absence of 
Supreme Court or Circuit Court of Ap- 
peals decisions. 


In addition to the fifty per cent fraud 
penalty, the Commissioner may assess a 
penalty of twenty-five per cent of the tax 
due in case of failure to file a return, 
regardless of fraud motivation in the tax- 
payer’s default. Thus, with $10,000 of tax 
due in the case of a fraudulent failure to 
file, the penalty could be $7,500, making a 
total liability of $17,500. 

Furthermore, the failure to file a return 
or the filing of a false and fraudulent 
return with intent to evade tax removes 
the bar of the statute of limitations (three 
years for income taxes) on assessment and 
collection. (Code Section 276 (a); Maddas 
v. Commissioner [40-2 ustc J 9596], 114 F. 
(2d) 548 (CCA-3).) Additional 1943 income 
tax of $20,000 due to fraud in the return 
could; if assessed on or about March 15, 
1949, produce a total liability of $36,000: 
tax of $20,000, plus five years interest at 
six per cent, $6,000, plus fifty per cent 
penalty, $10,000. There is no interest on 
the penalty. 


If any part of the deficiency is due to 
fraud, computation of the fifty per cent 
penalty is on the total deficiency (Mauch 
v. Commissioner [40-2 ustc J 9566], 113 F. 
(2d) 555 (CCA-3); Code Section 293 (b) ) 


—the difference between the correct amount 
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of tax liability and the amount disclosed 
by the return—whether or not the taxpayer 
has paid the deficiency before discovery 
of the fraud. The “deficiency” can be the 
fraud penalty itself; “total amount of the 
deficiency” means the total understatement 
of tax liability on the return, which may be 
determined after filing in one or in several 
deficiencies. (Wilson v. Commissioner [CCH 
Dec. 15,287], 7 TC 395.) 


For a deficiency of estate tax due to 
fraud, the penalty is fifty per cent of the 
entire tax (Code Section 3612 (d) (2).) 
Innocent legatees therefore, might, exper- 
ience a substantial shrinkage of their lega- 
cies where, for example, the entire estate 
tax liability was $150,000, the deficiency 
caused by fraud was only $25,000, but the 
fifty per cent penalty was $75,000. 


The severity of the fraud penalty de- 
mands most careful consideration of all 
items of income and deduction producing 
the Commissioner’s asserted deficiency of 
income tax, or of gross estate and deduc- 
tions in the case of an alleged estate tax 
deficiency, because even though fraud is 
present, there will be no penalty if there is 
‘no deficiency in tax after allowable deduc- 
tions overlooked by-the taxpayer are offset 
against income omitted on the return or 
estate assets discovered by .the revenue 
agent. (Summerill Tubing Company [CCH 
Dec. 9720], 36 BTA 347 (acq.).) Note also 
L. O. 1115, II-2 CB 221, pointing out that 
carryback of a subsequent year’s net op- 
erating loss to a prior taxable year could 
reduce the income of the prior year to an 
amount /ess than* the original fraudulent 
understatement, with consequent relief from 
the fraud penalty, on account of no de- 
ficiency.) The taxpayer may be subject, 
however, to other punitive provisions of 
the law. The self-styled “specialist in 
fraud cases,” therefore, is not always the 
indispensable bulwark of the fraud-charged 
taxpayer. In addition to his knowledge of 
the civil and criminal tax penalties and 
procedure, the taxpayer’s representative 
must have a thorough knowledge of sub- 
stantive federal tax law for a competent 
determination of the correct amount of 
tax deficiency, if any. Sharpness on fraud 
and dullness on deficiency make the tax- 
payer’s benefits highly speculative. 


General Definition 
of Civil Tax Fraud 


As a preliminary to procedural problems, 
a feel of the fabric of fraud is desirable. 
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Statute and judicial decision produce the 
following general texture: 


Tax fraud involves the filing of a false 
and fraudulent return with intent to evade 
tax. (Code Section 293 (b), and numerous 
cases.) Frank attempts to avoid tax by 
an openly assumed position relative to the 
nature of the facts or the interpretation 
of the law do not constitute fraud. (Court 
Holding Company [CCH Dec. 13,412], 2 
TC 531; aff'd [45-1 ustc 9215] 324 U. S. 
331.) Bona fide ignorance of the law and 
Regulations, resulting in tax understate- 
ment, is not fraud. Negligence in keeping 
records and reporting income is not fraud, 
but accounting recklessness may be re- 
garded as tantamount to fraud for penalty 
purposes. (White v. U. S. [37-2 ustc J 9452], 
20 F. Supp. 623.) Fraud in fact or in law 
is not presumed unless the circumstances 
leave no other alternative. (Minyard [CCH 
Dec. 16,102 (M)], 6 TCM 1137; Kerbaugh 
v. Commissioner [CCH Dec. 8405], 29 BTA 
1014, aff’d [35-1 ustc J 9094] 74 F. (2d) 749 
(CCA-1); Tucker v. Moreland, 35 U. S. 56.) 


Fraud-in-Fact Cases 


A closer scrutiny of the weave of fraud 
reveals in the judicial loom many threads 
of fraud in fact or nonfraud, all of which 
cannot be inspected on this occasion, but 
a number of which are submitted: 


Fraud in fact obviously exists in the 
case of a bald failure to report receipts 
in the form of cash, check or property, 
gains on stock sales or unexplained bank 
deposits, whether or not in a relative’s 
account. Puerile, lame excuses, or the 
claim of inadvertent error without the 
further explanation of the taxpayer’s testi- 
mony, will not palliate the stark fact of 
fraud evident in the omission of substantial 
income from the return. (Buchhalter [CCH 
Dec. 8329], 29 BTA 600.) That the tax- 
payer may be a busy man who entrusts 
details to others, will not excuse the fraud 
apparent from conflicting statements under 
oath by the taxpayer. (Gano [CCH Dec. 
5962], 19 BTA 518 (acq.).) 


Blaming the bookkeeper failed to shield 
the taxpayer from the fraud penalty where 
the transactions were so complicated that 
the taxpayer necessarily participated in them 
and had to give attention to the method 
of recording them. (Duffin v. Lucas [3 
ustc { 863], 55 F. (2d) 786 (CCA-6), cert. 
den. 287 U. S. 611; Clarke [CCH Dec. 
6726], 22 BTA 314 (acq.).) Nor will book- 
keepers’ “blunders” convert into innocent 
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error false book entries of “merchandise 
purchases” covering withdrawals by part- 
ners, or make “salary” payments, immedi- 
ately redeposited in the account of the 
“employer,” an honest deduction. (Maggio 
Brothers [CCH Dec. 15,138], 6 TC 999.) 


Reliance upon the advice of counsel does 
not extinguish fraud if it appears that the 
true facts were not fully revealed to him. 
(Blumer [CCH Dec. 7083], 23 BTA 1045; 
Green [CCH Dec. 3756], 11 BTA 278.) 


Failure to report constructively received 
income in the form of credits to the con- 
trolling stockholder on the corporate books, 
without demonstrating their unavailability 
or uncollectibility, was held to be fraud 
with the intent to evade tax. (Soeder [CCH 
Dec. 12,935-A], 1 TCM 393.) 


Increase in the taxpayer’s net worth 
from year to year, evidenced by annual 
increases in bank deposits and by increases 
in mortgage notes held by the taxpayer, if 
not satisfactorily explained by him, after 
offsetting living expenses against deprecia- 
tion, warrants the finding of a false and 
fraudulent return with intent to evade tax, 


according to the Harris case [CCH Dec. . 


16,333 (M)], TC memo. op. (April 14, 1948). 


Family Transactions 


If real and absolute, transfers of prop- 
erty to family members, regardless of the 
bargain character of the transfers,-do not 
incur a fraud penalty on account of the 
transferor’s reduced tax liability. (Peterson 
[CCH Dec. 11,218], 42 BTA 102; Commis- 
sioner’s appeal dismissed 117 F. (2d) 739.) 
However, a sham sale of stock by husband 
to wife, effected by an exchange of letters, 
and subsequent “repurchase” of the stock 
by the husband, enabling him to claim a 
loss on the sale and to shift the tax 
incidence of the dividends thereon, was 
held to be fraudulent. (Charles E. Mitchell 
[CCH Dec. 9042], 32 BTA 1093; Helvering 
v. Mitchell [38-1 ustc 9152], 303 U. S. 
391.) 

A husband and wife who file a joint 
return may or may not both be held liable 
for the fraud penalty, depending on the 
knowledge of each as to the fraudulent 
understatement of income. (Nicholson 
[CCH Dec. 10,103], 38 BTA 190; Carroro 
[CCH Dec. 8339], 29 BTA 646; Weinstein 
[CCH Dec. 9080], 33 BTA 105.) 


Though family partnerships often are 
not recognized by the Treasury. Depart- 
ment or the courts for income tax pur- 
poses, they are seldom held to be vehicles 
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of fraudulent evasion. Nevertheless, the 
circumstances may constrain such finding. 
(Adelson [CCH Dec. 2482], 7 BTA 110; 
Persons [CCH Dec. 1956], 5 BTA 716; 
Blumer, supra.) 

The taxpayer cannot, without incurring 
the fraud penalty, omit from his return 
compensation for services claimed by him 
to be a gift where the president of the 
paying corporation testifies the payments 
of money and stock were understood to 
be compensation for services. (Kellett 
[CCH Dec. 14,712], 5 TC 608.) 


Concealment of a wash sale of securities 
to obtain a loss deduction is fraud if the 
taxpayer sells through his broker and re- 
purchases in the name of his secretary 
without disclosure of the repurchase. (Weyl 
[CCH Dec. 10,459], 38 BTA 850.) 


On the testimony of fellow workers that 
ten per cent of sales, rather than the five 
per cent claimed by the taxpayers, was a 
fair estimate of tipping income, waiters 
were recently held to have committed fraud 
in omitting such tip income from their 
returns. (Cesanelli et al. [CCH Dec. 15,705], 
8 TC 776.) 


Illegal Income 


Failure to report fully the income from 
illegal night club operations is fraudulent 
tax evasion; but the deduction of “protec- 
tion” payments from gross income is not 
fraud, even though, as a matter of public 
policy, it is not allowable under the general 
rule that legitimate expenses of an illegiti- 
mate business are deductible. (Clemons 
[CCH Dec. 16,271 (M)], 7 TCM—; Comeaux 
[CCH Dec. 16,238], 10 TC—, No. 27.) 


A taxpayer’s failure to disclose OPA- 
violation income is not excused by his fear 
that revelation thereof would subject him 
to federal prosecution. (Freitag [CCH 
Dec. 16,233 (M)], 7 TCM—.) 

Of interest also is the novel case of 
U. S. v. Currier Lumber Company, Inc. 
[47-1 ustc $9172], 70 F. Supp. 219 (DC 
Mass.), in which the sole owner of corporate 
stock converted corporate checks to his 
own account, and contended he did not 
fraudulently omit such income from his 
return since he was an embezzler, without 
claim of right, who did not realize taxable 
income under the decision in Commissioner 
v. Wilcox [46-1 ustc J 9188], 327 U. S. 404. 
The court held that Currier, without prej- 
udice to creditors, had taken the checks 


_under a claim of right “as the only person 


beneficially interested in those checks,” with 
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no intent to embezzle, thus distinguishing 
the Wilcox case. 

Nor will it avail the taxpayer to contend 
that he had no income to report because 
he embezzled money from a wealthy old 
widow, if the court determines that he 
swindled her. In the very recent case of 
Akers v. Commissioner [48-1 ustc { 9249], 
the Fifth Circuit held that Akers by swindle 
had obtained title to the money, which 
required its report on his return, whereas 
in the case of embezzlement he would have 
acquired no title or claim of right. 


Decisions of Nonfraud 


Turning to situations in which the courts 
decided there was no fraud, we find the 
following principles: 


Negligence, carelessness and ignorance of 
good accounting methods do not prove 
concealment of income or tax evasion. 
(Estate of Arbogast [CCH Dec. 16,340 (M)], 
TC memo. op., April 6, 1948.) Even in 
the presence of gross negligence on the 
part of the taxpayer and his agent in 
determining the cost basis of stock, but 
without knowledge that the return was 
false in fact, the Tax Court has held that 
there is no fraudulent filing with intent 
to evade tax. (William E. Mitchell [CCH 
Dec. 12,183], 45 BTA 822.) 

Generally, omission of income through 
lax or incompetent bookkeeping does not 
constitute fraud if fraudulent intent is not 
otherwise shown. See Hopkins [CCH Dec. 
5994], 19 BTA 693; Kennedy [CCH Dec. 
5338], 16 BTA 1372 (acq.), where the tax- 
payer relied on brokers’ statements, and 
other cases. See also Pohlen [CCH Dec. 
15,659 (M)], 6 TCM 228, where the taxpayer 
failed to report income from the sale of 
a charity-soliciting business and a question 
arose as to the proper cost basis of certain 
lists of prospects. The Tax Court found 
gross negligence in the preparation of the 
returns, but no intentional fraud. 


Reliance on Professional Advice 


The taxpayer may rely on the advice 
of a lawyer as to the taxability of an 
item, even though the lawyer expresses the 
opinion that the Treasury may rule that 
there is taxable gain and the taxpayer fails 
to question him about the truthfulness of 
the return. In Jemison v. Commissioner 
[2 ustc J 622], 45 F. (2d) 4 (CCA-5), the 
court held that the taxpayer could seek 
expert advice, “and was not bound to deter- 
mine a doubtful question against himself.” 


With respect to reliance on an account- 
ant’s advice as proof of no fraudulent intent, 
see Kesterton Lumber Corporation [CCH 
Dec. 13,928 (M)], 3 TCM 432, where the 
taxpayer failed to prove its liability for a 
cash bonus as to which it took a deduction 
on its return, and the Tax Court found 
no fraud. 


The mere fact of bank deposits greater 
than income reported in the return is not 
conclusive, particularly where the evidence 
establishes the taxpayer’s habit of with- 
holding currency from deposit to his ac- 
counts, so that deposits made in 1944 
would not necessarily mean income for 
that year. In the Minyard case, supra, 
though the taxpayer was in business for 
many years, his books were not under an 
accountant’s supervision until 1942. 


In Sherman F. Little [CCH Dec. 16,097 
(M)], 6 TCM 1133, the Commissioner “took 
a shot in the dark” in determining fraud 
deficiencies, according to the Tax Court, 
which cut down the Commissioner’s esti- 
mate of the taxpayer’s gambling income, 
apparent “income” from transfer of money 
from other accounts, arbitrary living ex- 
penses, and his partner’s share commingled 
with the taxpayer’s deposits. The taxpayer 
claimed that because he feared attach- 
ment of his property in impending divorce 
proceedings, at the end of the taxable year 
he had converted assets in vaults and 
elsewhere into a number of cashier’s checks. 
After the decree of divorce had been granted 
and the danger of attachment had passed, 
he “began feeding his assets back into his 
bank accounts and safe deposit box,” and 
“was able to trace some of these checks 
specifically into his accounts,” according to 
the court, which concluded that there was 
no fraudulent tax evasion. 


A partner who reports his share of the 
income from the operation of lotteries, 
without firsthand knowledge from the part- 
nership records, which his partner des- 
troys to avoid a grand jury investigation, 
and who cannot, therefore, later furnish 
more accurate proof of income, is not 
guilty of tax fraud. (Cutcliffe v. Commis- 
sioner [47-2 ustc J 9375], 163 F. (2d) 891 
(CCA-5).) 


Government's Burden of Proof 


The cited cases demonstrate that the 
fraud penalty is a distinct issue of fact in 
the individual case. Apart from some gen- 
eral lines, the pattern of procedure in 
representation of the taxpayer charged 
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with fraud is likewise largely a matter of 
the circumstances peculiar to the situa- 
tion of the individual taxpayer. 


To sustain a fraud penalty, the Commis- 
sioner has the burden of establishing fraud 
on the part of the taxpayer when this issue 
is litigated in the Tax Court or other 
judicial forum. See Calafato v. Commis- 
sioner {42-2 ustc 7 9207], 124 F. (2d) 187 
(CCA-3); Minyard, supra, and other cases. 
Though a revenue agent may act on mere 
suspicion of fraud to propose the fraud 
penalty, that is not sufficient for the courts; 
they require proof of fraud by clear and 
convincing evidence, which means more 
than a mere preponderance of evidence. 
(Gano, supra; Sharpsville Boiler Works 
Company [CCH Dec. 1203], 3 BTA 568; 
Minyard, supra; Jemison, supra.) However, 
the failure of the taxpayer in a Tax Court 
proceeding to reply to affirmative allega- 
tions of fraud in the Commissioner’s answer, 
or to offer evidence in rebuttal of the 
fraud charge, will be deemed an admission 
of fraud warranting the fraud penalty. 
(Mauch v. Commissioner, supra.) 


Despite the failure of the evidence to 


establish to the satisfaction of the court ° 


that the penalty is warranted, the same 


- evidence, whether introduced by the Com- 


missioner or by the taxpayer, might, in 
the court’s opinion, amply support the 
prima facie correctness of the Commis- 
sioner’s determination of tax deficiency. 
(Minyard, supra; Kehoe [CCH Dec. 9253], 
34 BTA 59.) 


Procedural Problems 


Thus, the taxpayer’s counsel bears a 
triple burden in advising his client what 
to do: 


(1) He must gauge whether on facts and 
law there is no basis whatever for a fraud 
charge, whether the issue is fairly even, 
or whether the case shapes up as one of 
readily provable fraud penalty. 


(2) He must weigh whether on facts 
and law the tax deficiency asserted is totally 
or partially unjustified. 


(3) In contesting a proposed fraud pen- 
alty and tax deficiency, he must decide to 
what extent facts not already ascertained 
by the revenue agent might at any stage 
be revealed to the Treasury Department 
without prejudicing the client’s possible 
ultimate conclusion to “clam up” and stand 
on his constitutional right not to incrimi- 
nate himself by conversations with the 
agent, production of records or formal 
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statements under oath for Treasury De- 
partment files. 


It is apparent, therefore, that at the 
earliest possible moment the taxpayer and 
his counsel must decide what position the 
taxpayer is to assume in view of a potential 
charge of false and fraudulent return with 
intent to evade tax. Whether the client 
will decide to stand on his constitutional 
rights, will probably depend on the strength 
of his own constitution. What to do can 
be determined only on the basis of a com- 
plete audit of the facts and law of the 
case. Under present conditions of criminal 
procedure, only the lawyer can receive from 
his client the information produced by such 
audit without being subject to compulsion 
to disclose that information to Treasury 
or other authorities if the client wishes to 
refrain from _ self-incrimination. 


The position of the accountant in the 
fraud situation is more or less delicate, 
according to the extent of his handling 
of the books of account prior to~ the 
indication of fraud penalty. Whether he 
is the regular accountant or a brand-new 
accounting representative of the client; he 
is a source of evidence for the Commis- 
sioner or prosecuting attorney because he 
has acquired a knowledge of the facts in 
the regular course of working on the books 
or through confidential revelations of the 
client, and is subject to subpoena because 
he does not have the lawyer’s privilege of 
not revealing the confidential communica- 
tions of the client. 


Sound procedure by the taxpayer an- 
ticipating fraud penalty trouble, therefore, 
would appear to dictate extensive consulta- 
tion with a qualified lawyer for the purpose 
of ascertaining the evidence problems in 
the case and deciding his position with 
respect to the possibility of criminal prose- 
cution. 


Information Sources 


The taxpayer who feels that he has 
perpetrated the perfect tax fraud must 
consider that the government has numer- 
ous sources of information in crank letters, 
disgruntled employees, disaffected former 
business associates and reward-seeking in- 
formers, and may also have access to in- 
formation obtained by other government 
departments or from the books of account 
of the taxpayer or of other taxpayers with 
whom he does business, in which cash paid 
for merchandise, whether or not above 
ceiling, might be plainly reflected. Further 
information may be sought in the bank 
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accounts of the taxpayer, in substantial 
real estate or stock purchases with the 
fruits of income tax fraud, in his boasts to 
“friends,” etc. In the final analysis, the 
establishment of fraud often depends on 
the credibility of witnesses; and in view 
of this circumstance even the innocent 
taxpayer must seriously consider that he 
may be hard put to convince the revenue 
agent that he is not concealing income. 


Voluntary Disclosure 


During the past year tax practitioners 
have devoted considerable discussion to 
the proper “technique” of dealing with the 
revenue agent, the special agent whose 
presence indicates a possible fraud issue, 
the Treasury Department and the Depart- 
ment of Justice, either in making a volun- 
tary disclosure of tax fraud or in resisting 
the charge of fraud with intent to evade 
tax. No attempt is made here to pass 
final- judgment on practical approaches to 
the fraud problem, such as full cooperation 
with the Treasury or strict forbearance to 
reveal tantamount to withholding books 
from inspection by the revenue agent. In 
passing, however, it might be noted that 
even before the famous case of U. S. w. 
Lustig [47-2 ustc J 9325], 163 F. (2d) 85 
(CCA-2), cert. den. 68 S. Ct. 88, experienced 
practitioners knew that until the appro- 
priately empowered officials in the Treasury 
Department or Department of Justice made 
whatever agreement of compromise was 
available under the internal revenue law, 
the taxpayer could not be sure that his 
case was closed as to additional tax, fraud 
penalty or criminal prosecution. 


In the Lustig case, the facts apparently 
were that the Treasury Department had 
commenced its investigation of the taxpayer 
prior to the time the taxpayer produced 
records indicating omission of income from 
tax returns or discussions with the Collec- 
tor of Internal Revenue to the effect that 
it was desirous of making a voluntary 
disclosure. The court regarded as “fan- 
tastic” the taxpayer’s contention that a 
voluntary disclosure of tax fraud had been 
made by the deposit of $1,800,000 in cash 
in various accounts, which the Federal 
Reserve Bank at New York called to the 
attention of the special agent in charge of 
the Treasury Intelligence Unit in that city. 


Regardless of the willingness of the tax- 
payer to take the risk of running in under 
the wire with a voluntary disclosure by 
first inquiring of Treasury officials whether 
his return for a particular year is under 


investigation, his tax counsel must consider 
that the same evidence which would estab- 
lish fraud for imposition of the fifty per 
cent penalty would probably establish the 
commission of a crime if the government 
decided to prosecute, because in each in- 
stance the violation is based on wrongful 
intent. Accordingly, the soundest basis for 
handling a fraud situation is a clear recog- 
nition of the fact and law merits of the case. 


Tax Court v. District Court Suit 


The cases on fraud adverted to here, as 
well as other uncited cases, furnish guiding 
precedents, with the qualification that if 
the taxpayer desires to resist the fraud 
penalty by a Tax Court proceeding, he may 
find factual precedents which doom the 
result in his case. This does not mean that 
the Tax Court will not give fair considera- 
tion to the evidence and demeanor of the 
witnesses before it in the particular case, 
but it is not inconceivable that its own 
previous fact decisions may at least sug- 
gest what should be a reasonable disposition 
of the new fraud issue specifically before it. 


If the taxpayer or his counsel is particu- 
larly sensitive to this possibility, he may 
well consider the alternative of paying the 
tax deficiency and fraud penalty, filing 
a claim for refund, and on rejection of the 
claim bringing suit in the United States 
District Court for recovery of the alleged 
illegal collection. On the issue of fraudu- 
lent intent, this procedure would afford 
the verdict of a jury uninfluenced by factual 
precedent based on similar or identical evi- 
dence. Aside from the taxpayer’s reluctance 
or inability to make full payment before 
contesting the charge of fraud, on the 
assumption that a token payment would be 
ineffectual because.the government would 
distrain for the additional tax and penalty, 
there is appreciable difficulty in this pro- 
cedure. The claim for refund must set 
forth «fully, under oath, all grounds and 
facts on which the taxpayer relies for relief, 
and thus opens his entire case to the 
government; otherwise, he may be met with 
a motion to dismiss the complaint on the 
ground that it sets forth facts and grounds 
not previously submitted to the Commis- 
sioner as required by law. Of course, the 
Tax Court petition must also set forth 
the facts on which the taxpayer relies; but 
as a matter of pleading these could be more 
ultimately stated than might be the case 
in the submission of evidence in affidavit 
form as part of the refund claim. Here, 
again, counsel must make the best practical 
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decision pursuant to the facts and circum- 
stances at his command. 

In advising the taxpayer, his counsel 
cannot overlook the fact that even if the 
taxpayer is acquitted on a criminal charge 
of fraudulent tax evasion, he may still be 
subject to the assertion of the civil fraud 
penalty and a Tax Court or District Court 
contest on the issue. (Mauch v. Commis- 
sioner, supra.) In the case of Helvering v. 
Mitchell, supra, the Supreme Court held 
in substance that the acquittal of the tax- 
payer on the criminal charge was not 
res adjudicata of the civil fraud penalty 
litigated in the Tax Court, on the ground 
that the degree of evidence requiring proof 
of guilt beyond a reasonable doubt was 
different from the degree of evidence neces- 
sary to establish fraudulent intent in a civil 
Tax Court proceeding. The converse also 
appears to be true. 

Present practice of the Treasury’ De- 
partment and the Department of Justice 
manifests a policy of withholding civil fraud 
proceedings until conclusion of the criminal 
prosecution, if that has been decided upon. 
Where the situation presents a so-called 
“clear case,” the special agent’s recommen- 
dation that there be exaction of the fraud 
penalty as well as criminal prosecution will 
usually be followed. As opinions as to 


MEYER ROTHWACKS’ LECTURE 


Law and Procedure 
Prosecutions . 


RIMINAL PROSECUTIONS against 

tax evaders are no longer regarded by 
the general public as a special weapon in 
the. government’s arsenal for use chiefly, if 
not exclusively, against racketeers, gang- 
sters and corrupt public officials. In recent 
years, there has been a growing awareness 
that prosecution is directed against tax of- 
fenders as such, and not against individuals 
who for one reason or another may have 
escaped the consequences of notorious but 
nonfiscal offenses. In a manner of speaking, 
tax evasion has matured as a crime in its 
own right.’ The press in various parts of 


1There has been a substantial amount of 
writing in this field. See, inter alia, Avakian, 


Criminal Tax Prosecutions 


what is a “clear case” may differ very 
widely, this is the opportunity for the tax- 
payer’s counsel to exert the utmost effort 
and ingenuity in dealing with government 
executives and attorneys or in litigating 
in court. 


Not every fraud case is the subject of 
a criminal prosecution, but there appears 
to be no clear line of demarcation of the 
fraud facts constraining the Treasury De- 
partment to request criminal proceedings 
or inducing it to rely onthe civil fraud 
penalty as adequate punishment. In any 
event, taxpayers and practitioners should 
recognize that the statute imposes a fifty 
per cent penalty if there is a fraudulent 
deficiency of tax, which cannot be com- 
promised as a matter of dollars and cents 
where the taxpayer’s ability to pay is 
patent. Compromise can usually be had 
only on the basis of fact inferences favorable 
to the taxpayer which Treasury or Justice 
Department officials elect to make, with 
the consequent conclusion that there is no 
fraudulent intent or that evidence is 
insufficient to establish such intent, and no 
penalty. exaction. 


The entire matter requires the services 
of the highly skilled tax counsel and trial 
lawyer. [The End] 


in Criminal Tax 


the country now frequently reports the in- 
dictment or conviction of business and pro- 
fessional men. The list of those successfully 
prosecuted represents a wide variety of eco- 
nomic pursuits. The author’s perusal of the 
cases considered for prosecution during one 
monthly period indicated that the taxpayers 
had been engaged in such diverse occuptions 


“Fraud in Criminal Tax Returns,’’ Journal of 
the State Bar of California, Vol. XXI, No. 6; 
Gutkin, ‘‘Tax Law Violations and Enforcement, 
the Handling of Penalty Cases,’’ Proceedings of 
the New York University Sixth Annual Institute 
on Federal Taxation; Platt, ‘‘Fraud in Tax 
Cases,’’ Ohio Certified Public Accountant, Vol. 
VI, No. 4; Wallace, ‘‘Penalties and Prosecu- 
tions for Evasion of the Federal Income Tax,”’ 
Tax Law Review, Vol. I, No. 3. 
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as yarn dyeing and bleaching, architecture, 
optics, steel casting, hardware, cotton plant- 
ing, retail coal, retail clothing, manufacture 
of dog food, highway construction and 
tattooing.” Although this list did not con- 
tain any professional men, they are well 
represented in the roster of tax evaders. 
This is particularly true of doctors; there 
have also been cases involving dentists, ac- 
countants and some lawyers.’ Many defendants 
have been individuals of outstanding repu- 
tation in their respective fields; some have 
been civic figures. Tragically enough, for 
the overwhelming majority the tax violation 
has been the first blemish on otherwise un- 
stained careers. 

The Treasury Department’s drive against 
tax evaders, initiated with the statement of 
the Secretary of the Treasury, has borne 
results; the promise of action has been trans- 
lated into a progressively increasing number 
of prosecutions yearly. It appears probable 
that at the end of this fiscal year the Treas- 
ury Department will have recommended to 
the Department of Justice prosecution in at 
least six hundred cases, a very substantial 
increase over prior years. Of course, not all 
of the cases ultimately transmitted to the 
United States attorneys will evoke the same 
public interest and attraction as did Capone, 
Prendergast, Johnson, Annenberg and Lustig. 
However, they will be no less salutary to 
the administration of the revenue laws and 
no less serious in their consequences to the 
taxpayers involved. 


Civil and Criminal Sanctions 


The civil and criminal ‘sanctions available 
against defrauding taxpayers make tax eva- 
sion a hazardous venture. Where fraud is 
established, a penalty of fifty per cent of the 
entire tax deficiency (and not only that part 
of the deficiency attributable to fraud items) 
may be imposed under Section 293 (b) of 
the Internal Revenue Code. The total of 
additional tax, fraud penalty and interest 


2 The May,: 1947 voluntary disclosure state- 
ment by Mr. J. P. Wenchel, former Chief Coun- 
sel of the Bureau of Internal Revenue, conta‘ns 
the rather amusing account of a tattooing artist 
who, during the lush war years, paid a so-called 
tax adviser ten dollars to show him a simple 
method of understating income. The method 
advised was to draw a line halfway down a 
long list of individual tattoo receipts, and to 
report only the amount above the line for tax 
purposes. The advice proved more expensive 
than was anticipated; prosecution followed the 
filing of a false return. 

3 For an interesting account of a lawyer’s un- 
successful attempt to understate his client’s net 
income by huge amounts, see Alan Hynd’s The 
Giant Killers, pp. 20-22, and U. 8. v. Kelley 
[39-2 ustc ] 9621], 105 F. (2d) 912 (CCA-2). 


often will result in a substantially increased 
amount, relative to the original claimed lia- 
bility, paid to the Treasury. For extreme 
examples, note the Amnenberg and Lustig 
cases, which resulted in payment of a total 
of approximately seventeen million dollars 
to the Treasury. 

The second type of sanction against de- 
frauding taxpayers, which is the subject of 
this discussion, is criminal prosecution. This 
is not an alternative to the imposition of the 
civil fraud penalty. The civil and criminal 
sanctions are cumulative. In Helvering v. 
Mitchell [38-1 ustc J 9152], 303 U. S. 391, the 
Supreme Court sustained the propriety of 
the imposition of the civil fraud penalty after 
the taxpayer’s acquittal on tax evasion 
charges, for the reason that the quantum of 
proof required to establish civil. fraud was 
less than that required to sustain a convic- 
tion on a criminal charge. In Spies v. U. S. 
[43-1 uste J 9243], 317 U. S. 492, the Supreme 
Court stated: 

“The penalties imposed by Congress to 
enforce the tax laws embrace both civil and 
criminal sanctions. The former consists of 
additions to the tax upon determinations of 
fact made by the administrative agency and 
with no burden on the Government to prove 
its case beyond a reasonable doubt. The 
latter consists of penal offenses enforced by 
the criminal processes in the familiar man- 
ner. Invocation of one does not exclude 
resort to the other.” 

The chief criminal statutes relied upon by 
the government in tax cases are Sections 
145 (a) and 145 (b) of the Internal Revenue 
Code (26 USC, 1940 edition, Section 145). 
Section 145 (a) provides: 

“Any person required under this chapter 
to pay any estimated tax or tax, or required 
by law or regulations made under authority 
thereof to make a return, or declaration, 
keep any records, or supply any informa- 
tion, for the purposes of the computation, 
assessment, or collection of any estimated 
tax or tax imposed by this chapter, who 
willfully fails to pay such estimated tax or 
tax, make such return or declaration, keep 
such records, or supply such information, at 
the time or times required by law or regula- 
tions, shall, in addition to other penalties 
provided by law, be guilty of a misdemeanor 
and, upon conviction thereof, be fined not 
more than $10,000, or imprisoned for not 
more than one year, or both, together with 
the costs of prosecution.” 


Prosecution Under 145(a) 


Many individuals have been prosecuted 
under Section 145 (a), particularly for the 
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willful failure to file a return. Under this 
section, the following persons are liable to 
prosecution: (1) those required under Chap- 
ter 1 of the Internal Revenue Code to pay 
any estimated tax, whether corporate or 
individual, the term “‘person” including an 
officer or employee of a corporation or a 
member or employee of a partnership under 
a duty to pay such tax; (2) those required 
by law or regulations (a) to make a return 
or declaration, (b) to keep any records or 
(c) to supply any information, for the pur- 
poses enumerated in the statute. The pos- 
sible offenses spelled out by this section 
are (1) the willful failure to pay the esti- 
mated tax or tax; (2) the willful failure to 
make a return or declaration; (3) the willful 
failure to keep records; and (4) the willful 
failure to supply information. With the ex- 
ception of the failure to pay a tax, the failure 
to perform these statutory duties is made a 
misdemeanor without regard to the existence 
of a tax liability. An individual taxpayer 
must file a return if he had a minimum 
gross income for the taxable pertod in an 
amount set forth in the statutes or regula- 
tions as requiring the filing of a return, 
regardless of the amount of net income.‘ 
A corporate taxpayer must file a return 
regardless of the amount of gross or net 
income earned. (Code Sections 51 and 52.) 


When failure to act constitutes a crime, 
venue lies in the locality where the act 
should have been performed. The offense of 
willfully failing to file a return is committed, 
therefore, where the return should have been 
filed, i. e., in the district in which the collec- 
tor’s office is located, and not elsewhere.® 


The statute of limitations applicable to 
Section 145 (a) is Section 3748 (a) of the 
Internal Revenue Code (26 USC 1940 edi- 
tion, Section 3748). The limitations period 
is three years; the statute begins to run 
when the failure to make a return, pay a tax, 


keep records or supply information becomes 
willful.® 


Violation of 145(b) 


The most frequent type of tax prosecution 
is for the violation of Section 145 (b), which 


*U. §. v. Miro [1932 CCH { 9396], 60 F. (2d) 
58 (CCA-2). 

5U. 8. v. Commerford [1933 CCH f{ 9255]. 64 
F. (2d) 28 (CCA-2). cert. den. 289 U. S. 759; 
Bowles v. U. 8. [1934 CCH { 9546], 73 F. (2d) 
772 (CCA-4), cert. den. 294 U. S. 710; U. S. v. 
Clayton-Kennedy [1933 CCH { 7079], 2 F. Supp. 
233 (DC Md.); Wampler v. Snyder [3 wstc 
{ 1117], 66 F. (2d) 195 (CA of DC). 

6 Arnold v. U. 8S. [35-1 ustc | 9086], 75 F. (2d) 
144 (CCA-9); Capone v. U. 8S. [2 ustc J 786]. 51 
F. (2d) 609 (CCA-7), cert. den. 284 U. S. 669. 


Criminal Tax Prosecutions 


provides, in part, that “any person who 
willfully attempts in any manner to evade 
or defeat any tax ... shall... be guilty 
of a felony and upon conviction thereof, be 
fined not more than $10,000, or imprisoned 
for not more than five years, or both, to- 
gether with the costs of prosecution.” Since 
this is a felony charge, conviction may mean, 
of course, the taxpayer’s loss of civil rights, 
including the right to vote, in addition to 
the sentence imposed by the court. In many 
instances, severe sentences including fairly 
substantial prison terms, have been imposed. 
There seems to be a growing feeling on 
the part of the courts that tax evasion, al- 
though an offense not malum in se but malum 
prohibitum, calls for a prison sentence in 
addition to a fine. In one case in which the 
defendant pleaded guilty,’ the judge im- 
posed a sentence of eighteen months, and 
stated: 

“The defendant has indicated a desire to 
pay a very large sum of money to settle his 
liability to the United States if his indict- 
ment can be dismissed or he be put on 
probation. Neither is reasonably possible. 
This Court is not a collection agency nor is 
this a probation case. The public’s interest 
calls for a substantial punishment. The in- 
ternal revenue is the life blood of the Gov- 
ernment. A poor devil who sells a pint of 
liquor on the side without a license defrauds 
the Government of $27.50 and goes out one 
door here to jail for months, if not years. 
It isn’t good for the administration of justice 
that he should meet a man going out an- 
other door to freedom who has defrauded 
the revenue in the amount of a small fortune. 
The commission of the offense here charged 
and admitted was deliberate, unscrupulous 
and I can find no mitigating circumstances, 
not even restitution. The compartive afflu- 
ence and prominance of the defendant in the 
community does not call for leniency but 
if anything, for severity. Whatever may be 
said in other cases, or different circumstances, 
if this man does not go to jail, the others 
now in should be let out.” 

Reports received during the period from 
January to April 30, 1948, show that prison 
sentences were imposed in more than one 
third of approximately one hundred cases 
disposed of in all sections of the country. 
The sentences ranged from three years to 
thirty days, including eleven one-year-and- 
a-day terms. 

Section 145 (b) permits action not only 
against a taxpayer but against “any person” 
who attempts “in any manner” to evade “any 
tax,” whether or not the person prosecuted 


7™U. 8. v. Foley (DC Me., 1942). 
799 





was under any duty to file a return.’ Thus, 
in some instances the taxpayer himself is 
not a defendant. For example, a husband 
may be prosecuted for the evasion of his 
wife’s taxes; corporate officials and employ- 
ees may be prosecuted for seeking to evade 
and defeat the corporation’s taxes; a tax 
counsellor may be prosecuted for the at- 
temped evasion of the taxes of his client. 
Aiders and abettors may be charged with 
attempted tax evasion as principals,® but 
where tax counsellors and accountants are 
involved, prosecution may be instituted under 
Section 3793 (b) (1) of the Internal Revenue 
Code, instead of under Section 145 (b).” 


“Attempt” to Evade 


The gist of the offense defined by Section 
145 (b) is the “attempt” to evade. No stat- 
ute makes the successful evasion of a tax 
an offense. The Supreme Court has stated 
in the Spies case, supra: 


“The attempt made criminal by Section 
145 (b) does not consist of conduct that 
would culminate in a more serious crime 
but for some impossibility of completion or 
interruption or frustration. This is an in- 
dependent crime, complete in its most serious 
form when the attempt is complete, and 
nothing is added to its criminality by suc- 
cess or consummation as would be the case, 
say, of attempted murder. Although the 
attempt succeeded in evading tax, there is 
no criminal offense of that kind, and the 
prosecution can be only for the attempt.” 


8 U. S. v. Johnson [43-1 ustc {§ 9470], 319 U. S. 
503, rehearing den. 320 U. S. 808; U. S. v. Troy 
[35-1 ustc J 9002], 293 U. S. 58; Tinkoff v. U. 8S. 
[37-1 ustc § 9057], 86 F. (2d) 868 (CCA-7),. cert. 
den. 301 U. S. 689, rehearing den. 301 U. S. 715; 
O’Brien v. U. 8. [1931,CCH { 9474], 51 F. (2d) 
193 (CCA-7), cert. den. 284 U. S. 673. 


®Section 332, Criminal Code (18 USC, 1940 
ed., Section 550). 


10 Section 3793(b)(1) states that any person 
‘“‘who willfully aids or assists in, or procures, 
counsels, or advises the preparation of presen- 
tation under,-or in connection with any matter 
arising under, the internal revenue laws, of a 
false or fraudulent return, affidavit, claim, or 
document (whether or not such falsity or fraud 
is with the knowledge ‘or consent of the person 
authorized or required to present such return, 
affidavit, claim or document),”’ is guilty of a 
felony. In U. 8S. v. Kelley, supra, it was stated 
that the purpose of the statute ‘‘was very 
plainly to reach the advisers of taxpayers who 
got up their returns, and who might wish to 
keep down the taxes because of the credit they 
would get with their principals, who might be 
altogether innocent.’’ See also U. S. v. Brown, 
56 F. (2d) 659 (DC, Wash.). Section 3748(a) (3) 
of the Internal Revenue Code provides a six- 
year statute of limitations applicable to this 
offense. 


This language appears susceptible to the 
interpretation that the government may not 
be required to prove the evasion of a specific 
amount of tax in order to make out the 
offense defined by Section 145 (b). How- 
ever, earlier Circuit Court of Appeals opin- 
ions have unequivocally held that there can 
be no “attempt” to evade if there is actually 
no tax deficiency." On the theory of these 
cases, one who deliberately understates gross 
receipts on a return for the sole purpose of 
tax evasion cannot be convicted of an at- 
tempt to evade if, purely through inadver- 
tence, he omits an equal amount of deductions, 
such as depreciation, business expenses and 
losses. The issue would not seem to have 
any practical importance, however, for it 
would not appear likely that prosecution 
would be instituted under Section 145 (b) 
if no additional tax was in fact owing. There 
would still remain, however, the possibility 
of prosecution under other sections for the 
filing of a factually false return in which 
there were significant omissions or misrep- 
resentations.” 


See U. S. wv. Schenck, 
(CCA-2); Gleckman v. U. S., 80 F. (2d) 394 
(CCA-8), cert. den. 297 U. S. 709; Tinkoff v. 
U. 8., supra; U. 8. v. Miro, supra; O’Brien v. 
U. S., supra. 

2 Prosecution may be instituted under the fol- 
lowing statutes: 

(1) The so-called ‘‘false statement’’ statute, 
Section 35(A) of the Criminal Code, as amended 
(18 USC, 1940 ed., Section 80), which provides 
in part that: 

oF . whoever shall knowingly and willfully 
falsify or conceal or cover up by any trick, 
scheme, or device a material fact, or make or 
cause to be made any false or fraudulent state- 
ments or representations, or make or use or 
cause to be made or used any false . . . account, 
claim, certificate, affidavit or deposition, know- 
ing the same to contain any fraudulent or ficti- 
tious statement or entry in any matter within 
the jurisdiction of any department or agency of 
the United States . . . shall be fined not more 
than $10,000 or imprisoned not more than ten 
years, or both.’’ 

(2) Section 3616 of the Code (26 USC, 1940 ed., 
Section 3616), which provides that: 

‘“‘Whenever any person .. . delivers or dis- 
closes to the collector or deputy any false or 
fraudulent list, return, account, or statement, 
with intent to defeat or evade the valuation, 
enumeration, or assessment intended to be made 

. . he shall be fined not exceeding $1,000, or 
be imprisoned not exceeding one year, or both, 
at the discretion of the court, with costs of 
prosecution.’’ 

(3) Section 145(c) of the Code, as amended 
(26 USC, 1940 ed., Section 145), which provides 
that: 

‘‘Any individual who willfully makes and sub- 
scribes a return which he does not believe to 
be true and correct as to every material matter, 
shall be guilty of a felony, and, upon conviction 
thereof, shall be subject to the penalties pre- 
scribed for perjury in Section 125 of the Crimi- 
nal Code.’’ ; 


126 F. (2d) 702 
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Affirmative Action 


What is an “attempt”? Prior to the Spies 
decision, the government successfully con- 
tended that a willful failure to file a return 
constituted an attenipt to evade and defeat, 
and could therefore be punished as a felony 
under Section 145 (b), as well as support a 
misdemeanor charge under 145 (a).* But 
the Supreme Court in the Spies case, supra, 
declared that “attempt” signifies some 
affirmative action, and that the negative act 
of failing to file a return does not alone 
qualify as an “attempt.” The following lan- 
guage of the Spies case has become classic 
in criminal tax literature: 


“Congress did not define or limit the meth- 
ods by which a wilful attempt to defeat and 
evade might be accomplished and perhaps 
did not define lest its effort to do so result 
in some unexpected limitation. Nor would 
we by definition constrict the scope of the 
Congressional provision that it may be 
accomplished ‘in any manner’. By way of 
illustration, and not by way of limitation, 
we would think affirmative wilful attempt 
may be inferred from conduct such as keep- 
ing a double set of books, making false 
entries or alterations, or false invoices or 
documents, destruction of books or records, 
concealment of assets or covering up sources 
of income, handling of one’s affairs to avoid 
making the records usual in transactions of 
the kind, and any conduct, the likely effect 
of which would be to mislead or to conceal. 
If the tax-evasion motive plays any part in 
such conduct the offense may be made out.” 


It is clear, therefore, that the Spies deci- 
sion permits a Section 145 (b) prosecution 
where no return has been filed if there is 
evidence of affirmative acts indicating a tax 
evasion motive. It has sometimes been erro- 
neously contended that where a factually 
false return has been filed, there may be no 
prosecution under Section 145 (b) unless the 
government alleges and proves willful acts 
of commission in addition to the filing of the 
return.* Any contention that an indictment 
charging only the willful filing of a false 
and fraudulent return constitutes not a fel- 
ony under Section 145 (b) but at most a 
misdemeanor under Section 145 (a), or pos- 
sibly under Section 3616 (a), is a patently 
unwarranted limitation of the scope of Sec- 
tion 145 (b) and a misconception of the 
Supreme Court’s ruling in the Spies case. 
The language of Section 145 (b) (inter alia, 
that “any person who willfully attempts in 


3 U. 8. v. Miro, supra; O’Brien v. U. S., supra. 


4 See Cave v. U. 8S. [47-1 ustc § 9171], 159 F. 
(2d) 464 (CCA-8); cert. den. 331 U. S. 847. 
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any manner to evade or defeat any tax .. . 
shall be guilty of a felony”) plainly 
indicates a Congressional intention to cover 
all possible means of attempted evasion, 
including the willful filing of a false and 
fraudulent return.” 


Inference of Willfulness 


Both Sections 145 (a) and 145 (b) require 
that the respective offenses shall be commit- 
ted willfully. Willfulness or intent is intan- 
gible, and direct proof of its existence is not 
required; a jury may infer its existence from 
all of the circumstances in the case. As 
stated in Tinkoff v. U. S., supra, a case in 
which a lawyer-accountant was prosecuted 
for the preparation of a false and fraudulent 
return for another, “Rare indeed would be 
the case where it could be shown that a tax- 
payer had stated that he was doing certain 
things with the specific object of defeating 
and evading the payment of his income tax.” 
In Cooper v. U. S. [1 ustc J 149], 9 F. (2d) 
216 (CCA-8), it was claimed that the gov- 
ernment had not shown that the defendants 
had knowledge of the contents of the alleged 
false and fraudulent returns; that they might 
have been made up by employees without 
the defendants’ personal knowledge. It was 
shown that the defendants were the sole 
owners of a family corporation; that they 
were in sole and entire charge of the busi- 
ness; that they were obligated to make the 
returns involved. The court held: 


“The owner of a business need not be the 
actual bookkeeper, to be familiar with the 
affairs and finances of that business. It 
would present a somewhat startling situa- 
tion if a taxpayer, charged by law with this 
duty, could sign and file a false return, made 
to defraud the government, and escape pun- 
ishment by disclaiming knowledge of that 
which he has sponsored. Of course, he would 
not be liable for innocent clerical mistakes; 
but he must be held to know that which it 
is his duty to know, and which he solemnly 
promulgates. We do not by this recognize 
imputed or presumed knowledge or intent. 
We merely hold that the situation presented 
is one from which the jury was entitled to 
infer knowledge on the part of the defendants.” 


1% U, S. v. Miro, supra. In the great majority 
of tax prosecutions, the charge of willfully at- 
tempted evasion has been predicated upon the 
filing of false and fraudulent returns, a basis 
repeatedly sanctioned by the Supreme Court. 
E. g., U. S. v. Johnson, supra; Johnson v. U. 8. 
[43-1 ustc § 9288], 318 U. S. 189, rehearing den. 
318 U. S. 801; U. S. v. Ragen [42-1 ustc { 9186], 
314 U. S. 513, rehearing den, 315 U. S. 826; U. S. 
v. Troy, supra. 
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Evidence that the taxpayer signed and 
verified his tax return is of probative value 
with respect to his knowledge of its con- 
tents.” Under appropriate circumstanées it 
may be said that the taxpayer “knew or 
should have known of the requirement to 
file his return and pay a tax.” 


The term “willfully” has been judicially 
defined in U. S. v. Murdock [3 ustc ¥ 1194], 
290 U. S. 389. The Supreme Court stated: 

“. . . it generally means an act done with 
a bad purpose ; without justifiable 
excuse . ; stubbornly, obstinately, per- 
versely . . . The word is also employed to 
characterize a thing done without ground 
for believing it is lawful . . ., or conduct 
marked by careless disregard whether or not 
one has the right so to act.” 


Time and Place of Offense 


Where attempted evasion results from the 
filing of a false and fraudulent return, the 
offense is committed “at the place where 
the filing took place upon delivery at the 
office of the Collector.” Conceivably, at- 
tempted evasion may result from “conduct, 
the likely effect of which would be to mis- 
lead or to conceal,” without the filing of a 
false return.” In that event, the offense is 


probably committed at the place where the 
last of the means of attempted evasion relied 


upon has occurred. 


Generally, the crime denounced by Section 
145 (b) is complete, and is committed “when 
the violator has knowingly and will- 
fully filed fraudulent returns with intent to 
evade and defeat a part or all of the tax.” ” 
The fact that a false and fraudulent original 
return was timely filed may not foreclose com- 
mission of the offense at a subsequent time.” 


1% In Paschen v. U. 8. [1934 CCH { 9234], 70 F. 
(2d) 491 (CCA-7), the court held that ‘‘the jury 
had the right to consider the extreme improba- 
bility that this man of large affairs and property 
re . remained in such dense ignorance of so 
many of his large transactions.’’ 

17 U. 8. v. Commerford, supra. 

18 Bowles v. U. 8., supra. See also Wampler 
v. Snyder, supra. 

1% Spies v. U. S., supra. 

2 Guzik v. U. 8. [1931 CCH { 9681], 54 F. (2d) 
618 (CCA-7); cert. den. 285 U.S. 545. 

21U, S. v. Hall, 52 F. Supp. 796 (DC Conn.); 
U. 8. v. Smith [1926 CCH § 7127], 13 F. (2d) 923 
(DC La.); U. 8S. v. Yvette Company, 93 F. (2d) 
1019 (CCA-2), cert. den. 303 U. S. 647. In the 
Smith case, it was stated that ‘‘any act which 
the taxpayer might do, either under the express 
requirements of the statute, such as the making 
of a fraudulent original return, or the filing of 
subsequent fraudulent proofs, affidavits, etc., 
whether they be in the nature of an amended 
return or what not, where the effect and reason- 
able purpose would be to evade or defeat the 
tax, would constitute the offense.’’ 
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The statute of limitations applicable to 
the offense defined by Section 145 (b) is six 
years. See Internal Revenue Code, Section 
3748, which provides, inter alia: 


“(a) Criminal prosecutions. No person 
shall be prosecuted, tried, or punished, for 
any of the various offenses arising under the 
internal revenue laws of the United States 
unless the indictment is found or the in- 
formation instituted within three years next 
after the commission of the offense, except 
that the period of limitation shall be six 
years— 


“(2) for the offense of willfully attempting 
in any manner to evade or defeat any tax or 
the payment thereof .. .” 


Ordinarily the statute runs from the date 
of the filing of the false and fraudulent 
return. If a false and fraudulent amended 
return was subsequently filed, the statute 
may run from the date of its filing.” 


Government's Burden of Proof 


In Section 145 (b) prosecutions, the gov- 
ernment is required to prove receipt of in- 
come in excess of that reported. The gov- 
ernment is not required to prove the exact 
amount of corrected income as charged in 
the indictment; evidence of a substantial un- 
derstatement of net income in the return is 
sufficient to support conviction.» In many 
cases, proof of additional income will con- 
sist of the taxpayer’s own records or of a 
third party’s records.* Where this type of 
proof is not available, the government may 
resort to bank deposits, to increases in net 
worth or to an analysis of expenditures. . 


The courts have sustained the government’s 
use of bank deposits in criminal tax prosecu- 
tions to establish taxable income where there 
is evidence of (1) periodic deposits in ac- 
counts which the taxpayer controls and (2) 
an income-producing business.” With these 


22 See U. 8. v. Hall, supra. 

3U. 8. v. Ragen, supra; Rose v. U. 8S. [42-2 
ustc { 9500], 128 F. (2d) 622 (CCA-10), cert. 
den. 317 U. S. 651; U. 8. v. Schenck, supra; 
Tinkoff v. U. 8., supra; Gleckman v. U. 8., 
supra; Wiggins v. U. 8. [1983 CCH { 9299], 64 
F. (2d) 950 (CCA-9), cert. den. 290 U. S. 657; 
U. 8S. v. Miro, supra; O’Brien v. U. 8., supra; 
Cooper v. U. 8. [1 ustc 7149], 9 F. (2d) 216 
(CCA-8). Cf. Steinberg v. U. 8. [1 ustc § 182], 
14 F. (2d) 564 (CCA-2). 

24 Paschen v. U. S8., supra; Shinyu Noro v. 
U. 8. [45-1 ustc ] 9272], 148 F. (2d) 696 (CCA-5); 
Cooper v. U. 8., supra; U. 8. v. Schenck, supra; 
U. 8. v. Kelley, supra; Singer v. U. 8. [1932 
CCH { 9188], 58 F. (2d) 74 (CCA-3). 

2 Gleckman v. U. 8., supra; U. 8. v. Miro, 
supra; Oliver v. U. 8. [1931 CCH { 9649], 54 F. 
(2d) 48 (CCA-7), cert. den. 285 U. S. 543; Guzik 
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factors present, deposits are considered to 
represent current business receipts which 
may be regarded as net income, except to 
the extent that analysis of the bank accounts 
may reveal nontaxable items such as loans, 
gifts, exchanges, etc. In Gleckman v. U. S., 
supra, the court stated: 


“If it be shown that a man has a business 
or calling of a lucrative nature and is con- 
stantly, day by day and month by month, 
receiving monies and depositing them to his 
own uses, there is most potent testimony 
that he has income, and if the amount ex- 
ceeds exemptions and deductions, that in- 
come is taxable.” 


Net income may be proved by showing ex- 
penditures, purchases and investments made 
during the taxable period. The theory is 
that a jury may properly infer from such 
transactions that the taxpayer had taxable 
income in order to make the disbursements.” 


Increased Net Worth 


Increases in net worth may be considered 
as representing taxable income for the pe- 
riods involved. Generally, a taxpayer’s net 
worth for a given year is the difference be- 
tween his assets and liabilities. Given a 
fixed starting point, that is, a date prior to 
the taxable years involved, with respect to 
which the taxpayer’s assets and liabilities 
are definitely established, the increases in 
net worth for succeeding years may be com- 
puted and may be considered as net income, 
except to the extent the taxpayer may estab- 
lish that apparent increases in net worth 
resulted from the expenditure of funds ac- 
cumulated in nonindictment years or from 
gifts or inheritances. 


Embezzled Funds 


The Supreme Court has recently ruled 
that embezzled funds do not constitute tax- 





(Feotnote 25 continued.) 


v. U. 8., supra; Capone v. U. 8., supra; Orze- 
chowski v. U. 8. [1930 CCH { 9100], 37 F. (2d) 
713 (CCA-3); Malone v. U. 8. [38-1 ustc f 9032], 
94 F. (2d) 281 (CCA-7), cert, den. 304 U. S. 562; 
Paschen v. U. 8., supra; Singer v. U. 8., supra; 
U. 8. v. Zimmerman [40-1 ustc J 9102], 108 F. 
(2d) 370 (CCA-7); Chadick v. U. 8. [35-2 ustc 
{ 9416], 77 F. (2d) 961 (CCA-5), cert. den. 296 
U. S. 609; Kitrell v. U. 8. [35-2 ustc J 9548], 79 
F. (2d) 259 (CCA-10), cert. den. 296 U. S. 643. 
See also Cooley v. Bergin [1 ustc { 321], 27 F. 
(2d) 930 (DC Mass.); U. 8. v. First National 
Bank of Mobile, 295 F. 142 (DC Ala.), aff’d [1925 
CCH { 7052] 267 U. S. 576. 


*°U. §. v. Johnson, supra; U. 8. v. Skidmore 
[41-2 ustc 9716], 123 F. (2d) 604 (CCA-7), cert. 
den. 315 U. S. 800; O’Brien v. U. S8., supra; 
Capone v. U. 8., supra; U. 8. v. Miro, supra. 
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able income.” Unsuccessful attempts have 
been made to extend the holding in the 
Wilcox case to transactions which do not 
involve technical embezzlement, e. g., diver- 
sions of corporate income by a stockholder- 
officer * and funds obtained through swin- 
dling.” It appears likely that the govern- 
ment will continue to urge that the rationale 
of the Wilcox case should be restricted to 
its facts, despite the generally stated criteria 
that income is not taxable if received with- 
out any semblance of a bona fide claim of 
right and under an unqualified duty and 
obligation to repay. This position would be 
consistent with the holding in numerous 
cases in which illegal gains have been con- 
sidered as taxable income.” 


Evasion Devices 


Broadly, the means employed to evade 
taxation constitute either understatement of 
receipts or overstatement of expenses; the 
specific devices employed may involve one 
or more of the following, inter alia: ‘double 
sets of books, counterfeit invoices, false en- 
tries, fictitious transactions, non-recordation 
of sales, personal expenditures disguised as 
business items, and bonus kickbacks. 


The risk of detection is great, despite the 
theoretical mathematical probability of non- 
detection. Routine check of a taxpayer by 
an internal revenue agent may disclose one 
suspicious item which will lead to more 
careful scrutiny of all his business affairs. 
The examination of a third party may dis- 
close information which will call for investi- 
gation of the taxpayer. The Treasury 
Department receives yearly a great number 
of leads from informers, whose motives 
vary; they may be dissatisfied employees, 





27 Commissioner Vv, Wilcox [46-1 ustc { 9188], 
327 U. S. 404. 


*% Currier v. U. 8. [48-1 ustc 7 9191], 166 F. 
(2d) 346 (CCA-1). 


29 Akers v. Scofield [48-1 ustc f 9249] (CCA-5). 


3% FE. g., Johnson v. U. 8., supra (illegal 
gambling); U. S. v. Sullivan [1 ustc { 236], 274 
U. S. 259 (traffic in liquor); Caldwell v. Com- 
missioner [43-1 ustc { 9437], 135 F. (2d) 488 
(CCA-5) (bribes); Humphreys v. Commissioner 
[42-1 ustc {| 9237], 125 F. (2d) 340 (CCA-7), cert. 
den. 317 U. S. 637 (ransom funds); Barker v. 
Magruder [38-1 ustc { 9052], 95 F. (2d) 122 
(CA of DC) (usurious interest); Chadick v. 
U. 8., supra (graft); Chicago, Rock Island & 
Pacific Railway Company v. Commissioner [2 
ustc { 696], 47 F. (2d) 990 (CCA-7) (railroad 
overcharges); Steinberg v. Commissioner, supra 
(illicit traffic in liquor); Patterson v. Anderson 
[37-2 ustc f 9461], 20 F. Supp. 799 (DC N. Y.) 
(unlawful insurance policies); U. 8S. v. Wampler 
[1934 CCH { 9079], 5 F. Supp. 796 (DC Md.) 
(moneys of a client fraudulently misapplied by 
an attorney). 
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jealous social acquaintances or business 
competitors. A taxpayer may succeed for 
some time in concealing the receipts of sub- 
stantial amounts of income; his ultimate 
use of the funds may leave an expenditure 
trail. The mere transfer of funds may reveal 
past crime. In the Lustig case, for example, 
the principal defendant withdrew from his 
safety deposit box very substantial amounts 
of money and deposited them in savings 
accounts—an action which contributed to the 
breaking of this important tax evasion case. 


Procedure upon Suspected Fraud 


A special agent of the Intelligence Unit 
of the Bureau of Internal Revenue is assigned 
to a case when fraud is suspected, and he 
and the internal revenue agent will carry on 
jointly from that point. If the special agent 
concludes that prosecution should be un- 
dertaken, he will so report to his superior, 
the Special Agent in Charge. The report is 
examined by the Special Agent in Charge, 
and in the event he approves of the recom- 
mendation, it is forwarded to the Chief of 
the Intelligence Unit and transmitted by 
the latter to the Penal Division of the Chief 
Counsel’s office in the Bureau of Internal 
Revenue. The Penal Division has been de- 
centralized, and has Regional offices in New 
York City, Atlanta, Chicago and San Fran- 
cisco. In the Penal Division, the case is 
assigned to an attorney. An opportunity 
for a conference is afforded the taxpayer 
and his representatives. If, upon complete 
analysis, the case is considered one for prose- 
cution, a statement is prepared and submitted 
to the Penal Division in Washington, where 
the matter is reviewed by the Head of the 
Penal Division, the Chief Counsel of the 
Bureau of Internal Revenue and the Com- 
missioner of Internal Revenue. 


If the recommendation for prosecution is 
approved, the entire file is then transmitted 
to the Tax Division of the Department of 
Justice in Washington, D. C., for final deci- 
sion as to prosecution by the Assistant At- 
torney General in charge of that division. 
The case is given independent study and 
consideration by an attorney in the Criminal 
Section of the Tax Division. His recommen- 
dation for or against prosecution will be re- 
viewed by the Head of the Criminal Section 
of the Tax Division, by the principal assist- 
ant to the Assistant Attorney General and 
finally by the Assistant Attorney General 
himself. Upon request, the Department of 
Justice will grant conferences to the tax- 
payer and his representatives and will re- 
ceive and consider any additional material 
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which the taxpayer may care to submit, 
tending, in his opinion, to show no tax lia- 
bility or no intent to commit an offense. If 
it is decided that the case should be prose- 
cuted, an indictment is drawn and the case 
is forwarded to the appropriate United States 
Attorney for presentation to a grand jury. 


Conferences 


The conferences before government rep- 
resentatives either in the Treasury Depart- 
ment or in the Department of Justice should 
not be deemed a mere formality by taxpay- 
ers and their representatives. Careful con- 
sideration is given to any information of a 
truly defensive character. Where the ex- 
planations proffered remove the element of 
intent from the case or reduce the under- 
stated net income to a de minimis point, the 
matter may be returned to the Treasury 
Department for disposition as to civil liability. 


Some explanations result in the treatment 
of the case on a purely civil basis. Other 
explanations (unfortunately the majority) 
strain credulity and do not achieve the in- 
tended effect. By way of illustration, one 
taxpayer claimed that he thought he did not 
have to report his income until he had spent 
it; another stated that he objected to report- 
ing funds which he had spent before the 
year ended; another considered that he should 
not be taxed on all of his income because 
he worked harder for it than most people 
worked. 


One of the most naive defenses recently 
presented for the consideration of the Tax 
Division of the Department of Justice was 
an affidavit executed by the taxpayer’s for- 
mer public school teacher. The taxpayer 
was charged with the attempted evasion of 
approximately $117,000 of his liability. The 
affidavit stated, in part: 


“This is to certify that I was a teacher in 
the . . . County Primary School .. . in 
1915 and 1916, and during this period | 
taught {the taxpayer] through the 
Fifth grammar grade, and upon leaving this 
school in 1916 at the age of 15, the said 
t [taxpayer] worked on his father’s 
farm and later secured a job as a repair 
helper in a garage. [the tax- 
payer] was an honest, hardworking boy in 
school but as I recall never seemed to 
understand and properly grasp arithmetic. 
His energy ran away with him and his 
arithmetic grades were never satisfactory. 
I understand that he in later years attended 
real estate and some other classes in the 

(Continued on page 872) 
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t HE PROBLEM of tax classification brings 
to mind the picture of a typesetter who 
disassembles a set column or page of type 
and puts the letters back into the letter case. 
He must observe a wide range of facts, 
including what the letter itself is, whether 
it is upper or lower case, what is its grade 
and what is its style. Each letter has its indi- 
vidual box, and for the same letter the 
same box is chosen regardless of the letter 
case. In composition, the typesetter readily 
picks the right letter, without looking for 
it, merely by picking from the case. 


A typesetter’s letter case, where each 
letter has its proper vertically and horizon- 
tally fixed place, points a lesson for tax 
classification, which as yet lacks.a system- 
atic “alphabet.” Do not tax revenue statis- 
tics require a classification letter box, organized 
by horizontal and vertical dividing lines, 
fixing an approximate place for each tax? 
Such is the goal proposed by this analysis. 
The purpose is not merely to find a box 
for each type of tax but also to make visible 
all boxes between two horizontal or two 
vertical lines. Translated into statistical 
terms, the setup of a “letter box” means a 
cross-classification of the taxes according 
to two different principles which fixes the 
position of each tax type much better than 
any simple classification system. 


A letter is a simple object, which can 
easily be put into a square hole; but a tax 
is a rather complex setup—in fact so com- 
plicated that in many cases even the names 
are noncommittal or outright misleading. 
A “spade” is not always called a “spade,” 
while “shovels” are frequently designated 
“spades” in the tax terminology. The single 
term “franchise taxes” can be applied to 
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vastly dissimilar taxes levied on net income, 
capital stock and sales volume. Even a 
greater variety prevails for the tax bases 
and levies of licenses, which are super- 
ficially similar in name, Therefore, an aggre- 
gate of a tax levied by different governments 
can be computed only after the tax struc- 
ture of each government is scrutinized as to 
tax basis and other elements, and not merely 
by adding together taxes bearing identical 

or similar names. ; 


The modern taxpayer is like a night 
bomber who, on his way over enemy terri- 
tory and the target area, is illuminated by 
batteries of searchlights which so concen- 
trate upon him as to make him vulnerable 
to attack. Thus, many offices in the different 
layers of government send out notices and 
tax forms to their taxpayers asking for 
amounts as large as almost ninety per cent 
of net income, or as small as $1.50 for poll 
taxes. If the average taxpayer becomes 
increasingly befuddled, the average tax ad- 
ministrator is not aided by so-called “tax 
classifications” resembling the chance pat- 
tern of confetti that has fallen after a Fourth 
of July celebration. 

The research performed by bureaus or 
committees of the various governments 
seeks to unscramble complex tax situations 
and to serve as a guide for tax policy. Fiscal 
ability and tax load studies, computation- 
of-incidence data, research on double tax- 
ation, and the presently strong competition 
for tax sources among the different levels of 
governments, receive attention as major 
subjects for financial test laboratories. The 
proposals for tax revenue classification ad- 
vanced in this article attempt to fashion 


The views expressed in this article are not to be considered an expression of the opinion of 
the Census Bureau. Mr. Berolzheimer wishes to express his gratitude to Mr. Allen D. 
Manvel and to Dr. Wylie Kilpatrick of Duke University for their valuable aid. 
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a tool by which tke tax student can see 
through the various tax “disguises” and find 
a system in the variety of “doors” on which 
the various “tax collectors” knock for their 
requests. This “tool” should follow the 
pattern of the typesetter’s letter case by 
using classification devices for bringing more 
closely together taxes which are related by 
basis, by subjects or by administering gov- 
ernments. 


What are the purposes essential to tax 
classification? In general terms, a tax clas- 
sification must afford guideposts to deter- 
mining fiscal policy.2 Contemporaneously, 
for example, distinctions must be made among 
taxes to be used selectively in the fight 
against inflation. In another period, the 
converse fight on deflation would call for 
a different use of taxes, the selection of 
which would hinge upon the purpose in 
view. The impact of the business cycle 
upon taxation can be understood only by 
a classification that reflects the degree of 
sensitivity of taxes to business changes. 
With a growing interrelation of taxes among 
governmental levels, posing problems of 
multiple taxation, classification is indis- 
pensable to trace the distribution of defined 
taxes among governmental units and geo- 
graphical areas, and to permit correlation 
of taxes with the functional responsibilities 
and other characteristics of differing areas. 


The economic background and orbit of 
each tax must be shown in order to appraise 
taxes in terms of loads upon the different 
sectors of the economy—loads upon different 
businesses or occupations. Only recently 
and imperfectly has the place of revenue 
been acknowledged in the federal budget, 
and many states make little more than a 
gesture toward revenue statistics in budgets 
that are essentially expenditure estimates. 
Yet revenue detail is necessary for budget- 
ing to avoid overextending some taxes and 
underusing others, and thus to achieve a 
rational tax balance. Axiomatically, the 
case for tax classification has rested upon its 
utility for a study of tax incidence in show- 
ing the groups of immediate taxpayers with- 


out which the ultimate taxpayers would be. 


unknown. By resorting to special collec- 
tions of data, recent incidence studies point 
out the need to relate classifications to the 
economic orbits in which taxes move. 


The following outline briefly summarizes 
the diversified purposes of financial and 
economic policy served by an improved 
standard of tax revenue classification: 

1See Dr. V. J. Wyckoff, ‘‘Tax Classification 


and Public Finance,"’ Bulletin of the National 
Tax Association, January, 1946, p. 110. 
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1. Tax policy: 


(a) To recognize out-of-balance loads of 
individual taxes and correct them by ad- 
justment of rates or other tax provisions. 


(b) To indicate unused or little used taxes 
which offer new sources of revenue. 


(c) To adjust the tax system as a whole 
to the requirements of the various stages 
of the business cycle. 


(d) To utilize taxation for aims other 
than raising revenue. 


(e) To study tax incidence. 
2. Revenue policy: 


(a) To substitute taxes for loans (or 
loans for taxes). 


(b) To use tax revenue for setting aside 
reserves or for liquidation of reserves to 
decrease taxes. 


3. Intergovernmental aid: 
(a) To improve tax-sharing devices. 


(b) To distribute grants-in-aid more 
efficiently. 


4. Interlevel tax competition: 


(a) To avoid too much competition for 
the same tax sources by different types of 
governments. 


(b) To separate tax sources, at least in 
part, by level of government. 


The dictates of getting a job done have 
induced the Census Bureau to carry out the 
avowed purpose of classification in com- 
paring revenues of states, cities and other 
governments according to a common terminol- 
ogy.” That this job requires the reclassifica- 
tion of virtually all the reported governmental 
units attests to the various classifications, or 
absence of them, throughout the United 
States. The Census Bureau by no means 
classifies taxes merely according to their 


2State Tax Revenue Classification of the 
United States Census Bureau: 


Sales and gross receipts taxes 
General sales, use and gross receipts 
Motor vehicle fuels 
Alcoholic beverages 
Tobacco products 
Insurance companies 
Public utilities 
Other 

License and privilege taxes 
Motor vehicle and operators 
Corporations in general 
Alcoholic beverages 
Hunting and fishing 
Other 
Individual income taxes 
Corporation income taxes 
Property taxes 
Death and gift taxes 
Severance taxes 
Unemployment compensation taxes 
Other taxes (including poll, documentary 

and stock transfer taxes) 








the 
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names, but rather according to their struc- 
ture with emphasis on the tax bases. For 
instance, franchise taxes levied according 
to net income are treated as corporation 
income taxes; franchise taxes levied on as- 
sessed valuation are counted as property taxes. 


Even though the Census Bureau does the 
best tax-classifying job in the country, even 
the best thus far awaits improvement. Ac- 
cepting for the moment the method of clas- 
sifying by the basis of taxation, the Census 
Bureau is inconsistent in that only part of 
the taxes are grouped by this criterion. This 
inconsistency reflects the practical reporting 
need of creating a category for a large 
group of taxes which—except for the taxes 
on motor vehicles—represent not too large 
a portion of governmental revenue. These 
taxes are relegated to the “dumping ground” 
of license and privilege taxes, which may 
actually be special property taxes, sales 
taxes or “flat-amount” levies. Similarly, the 
maintenance of severance taxes as a sepa- 
rate group offends the tax basis criterion 
because severance taxes cut across most of 
the major tax bases. Not without weakness 
is the Census method of grouping or not 
grouping related taxes in family categories. 
Indeed, only two groups—sales and gross 
receipts taxes, and license and privilege 
taxes—in which component tax items are 
disclosed are recognized. Surely other classes 
call for subitemization to reveal content. 
Grouping of taxes is hazardous, as the two 
cited groups demonstrate, for they contain 
a variety of taxes with very little economic 
relationship. A shortcoming of the use of 
the tax basis by the Census Bureau as ‘the 
test for classification is that other classify- 
ing methods are omitted; thus, the economic 
background and relationship of taxes are 
at best indicated imperfectly and in other 
cases left in the dark. 


Grouping by Tax Bases 


The wide use of the tax basis® as a cri- 
terion for classification, imperfect as it may 
be, suggests that the initial major approach 
is the regrouping of all taxes according to 
the bases of taxes presently collected. Tax 


3 It must be emphasized that this short analy- 
sis of tax classification problems deliberately 
avoids any tackling of the tax concept which 
differs widely with application. Many tax stu- 
dents hotly contest the recognition of the tax 
character of certain ‘‘non-revenue-producing”’ li- 
censes and of the employer-employee contribu- 
tion to social insurance funds. This analysis 
accepts, for reasons of expediency, the tax con- 
cept of the United States Bureau of the Census, 
which considers the aforementioned categories 
as taxes, but treats, for instance, the receipts 
from special assessments as non-tax revenue. 


Tax Classification 





basis is the measuring device for the deter- 
mination of the “variable” part of the tax 
levy. The basis may be the real or assumed 
taxable ability, or the sales or production 
volume, or any capacity expression. The 
“fixed” part of the levy is the “uniform” 
rate system of each tax. 


Not only the American tax revenue pub- 
lications but also those of most other coun- 
tries show taxes essentially classified by 
tax basis; but many of these classification 
systems contain terms alien to the general 
concept of the “tax basis.” “License taxes,” 
for instance, represent such a violation of 
the concept; consumption and luxury taxes, 
frequently grouped together in European tax 
classification systems, another violation. Clas- 
sification according to the tax basis uses 
essentially five groups, which recur every- 
where, regardless of level of governments 
and even countries. The five family groups 
call for subclassification to make plain the 
components of the categories. (Examples 
of the types of taxes belonging in the 
respective categories are given in the table 
on pages 812-813.) 


1. Taxes based on income. 
2. Taxes based on valuation. 
(a) Determined by assessors. 
(b) Determined by law or courts. 
3. Taxes based on size, capacity or other 
quantity. 
4. Taxes based on sales or production. 
(a) Measured by prices. 
(b) Measured by quantities. 
5. Taxes expressed as flat amounts. 


1. Income-based taxes. Exclusive of gross 
income taxes, which obviously are sales 
taxes [sic], the first category comprises 
taxes levied on net income and on earned 
revenue. Although this group includes taxes 
with proportional rates as well as with 
progressive rates, the subclassification should 
distinguish, of course, between these types 
and between individual and corporate in- 
come taxes. The levies need not be based 
on the income of the taxpayer; they may 
also be based on the income of other per- 
sons. The employers’ shares of the payroll 
taxes for unemployment and other social 
insurance are included in this family group. 


2. Taxes based on valuation. These taxes 
are levied on any sort of capital valuation 
or titles representing capital. Subdivisions 
of this category into taxes based on values 
determined by assessors and those set by 
law or the courts is advisable because of the 
difference in the valuation base of the two 
types. The former is characterized by many 
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disparities between assessed and so-called 
“true” valuations; the latter is often a face 
value, as in the case of classified intangible 
property, or may approach true value in 
the case of death transfer taxes. For the 
most part, taxes based on values are levied 
annually. Death transfer taxes, however, 
are one-time levies. 


3. Taxes based on size, capacity or other 
quantity. Like the taxes based on value, 
taxes in this group are levied on ownership, 
although they are frequently called licenses. 
They are imposed on the owner of an es- 
tablishment, capital goods or title; the size 
of the base substitutes for value as an indi- 
cator of productive capacity and hence of 
taxation. Size is measured by diverse quan- 
tities in many licenses—the weight or horse- 
power of motor vehicles, the capacity of al- 
coholic beverage plants, the number of 
corporate shares issued or the number of 
chain stores, Rates are set, according to the 
number of the chosen size element, in an 
equal amount per unit, or are graduated 
in a mildly progressive manner or sometimes 
even regressively. 


4. Taxes based on sales or production. 


Similar to other classifications coming into 
vogue, this family group taxes the turnover 
of goods and services mostly on the retail 
level, but to a small extent on the wholesale, 


shipping and manufacturing levels. This 
category comprises both the levies on sales 
in general and those on selected commod- 
ities and services, whether imposed at the 
retail, wholesale or manufacturing level. 
Although the largest part of the yield of 
this group comes from levies commonly 
called sales, use and gross receipts taxes, 
substantial revenue is derived from sales 
taxes on quantity units of gasoline, alco- 
holic beverages and tobacco. Sales or pro- 
duction taxes in the form of licenses should 
not be dismissed as unimportant. Par- 
ticularly important is the segregation of 
taxes based on sales prices from those on 
quantity units of sale because of the marked 
difference in their reaction to the business 
eycle. Taxes based on the sales price dis- 
play a double sensitivity to the business 
cycle in that they are affected both by price 
differentials and by quantitative sales turn- 
over; taxes based on quantities are sensitive 
only to the quantitative sales turnover. 


5. Taxes expressed as flat amounts. This 
group contains a variety of taxes, mostly of 
the permit variety, levied without regard to 
ability, capital value or any other char- 
acteristic on which other taxes are levied. 
In other words, the tax basis for each tax- 
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payer equals one, and only the rates differ 
for each type of tax. In this group are the 
driver’s license and—in a small number of 
states and cities—the motor vehicle license 
expressed as a flat amount. Less important 
as to yield than as a political issue is the 
poll tax. A number of amusement taxes are 
in the form of flat amounts, as are most 
professional and occupational licenses. Among 
the licenses included in this class for pur- 
poses of convenience are business and pro- 
fessional licenses and dog, marriage, hunting 
and other nonbusiness licenses. To set up 
flat-amount taxes as a separate category 
is important, even though their total yield is 
small, because their economic effect is dif- 
ferent from other categories, which are pre- 
vented by this segregation from being diluted. 


Multiple Classification 


In reporting tax revenue for all groups, 
taxes bearing the same name may be clas- 
sified in two or more categories. For 
instance, in the case of severance taxes, a 
tax on mining property is essentially differ- 
ent from a tax on the sale of mine products, 
although they relate to the same tax subject. 
A motor vehicle license expressed in a flat 
amount differs from a license issued accord- 
ing to the weight of the car, and both differ 
from a license issued according to the car val- 
uation. Taxes difficult to report would be 
levies on a double or triple basis—for example, 
the corporation net income taxes of Massachu- 
setts and New York. 


An appraisal of the utility of the tax basis 
as -a criterion for a classification reveals 
both the values and limitations of this 
method. In bringing order out of chaos, 
the tax basis goes a substantial distance 
in permitting uniform reporting not only 
for an individual government but also com- 
paratively for many governments. Budget- 
ing is facilitated, and aggregates of state and 
national yields can be reached under a com- 
mon terminology for study of the distribu- 
tion of tax loads. The economic relationship 
between taxes and the economy constitutes 
a primary purpose of classification, for 
which the tax basis criterion is no more 
than a good entering wedge. 


Theories of tax incidence assume that the 
tax basis goes far to determine what shoul- 
ders bear the final tax burden.* The tax 


4 The classification proposals of this article do 
not attempt any grouping according to incidence 
theories. Tax revenue data cannot be used for 
proof of incidence without substantial refine- 
ment. This analysis suggests only that tax 
revenues should be so classified as not to obilter- 
ate data valuable to students of tax incidence. 
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basis is an aid—albeit an imperfect aid—in 
distinguishing taxes according to their sen- 
sitivity to the business cycle. Not only do 
the yields of many taxes change with the 
cycle, but fluctuations in business often in- 
duce governments to amend their tax laws 
so that the impact of the cycle is, if not 
neutralized, diverted into a new channel. 
Nonetheless, the differing sensitivity of sales, 
revenue, property and other taxes may be 
approximated if the effects of legislative 
tax changes are carefully discounted. 


Economic Background 


The tax basis falls short of being a stand- 
ard under which to judge the economic re- 
lationships of taxes, whether tax sensitivity 
or other tests are employed. For instance, 
in the sales tax group, the reaction to the 
business cycle of taxes levied on the neces- 
sities of life differs markedly from that of 
taxes levied on luxuries. That is, the eco- 
nomic sector from which the tax originates 
may, in many cases, produce a reaction to 
the business cycle equal to or stronger than 
the tax basis itself. Present classifications 
make a picture of taxation by the economic 
origin and orbit of taxes difficult in some 
cases and impossible in others. 


To identify the various tax sources and 
bases according to the economic orbit to 
which they belong calls for a new classifica- 
tion showing the economic background of 
taxes. The method to attain this primary 
objective, it is suggested, is through reclassifi- 
cation by tax subject. What is the differ- 
ence between a tax subject and tax basis and 
object? A tax subject is the essential fac- 
tor.in creating the tax; it is the economic 
center around which the tax gravitates. 
This factor may be physical persons, or 
corporations, or a closely knit industry, or 
a loosely related group of amusement de- 
vices. ‘The tax subject is, accordingly, not 
a metaphysical concept, but the concrete 
expression of legislatures in selecting sub- 
jects for taxation. In contrast, the tax ba- 
sis is the measure of the factor against 
which rates are applied in collecting taxes 
from taxpayers. The tax object may be, 
for example, gasoline, or the car, or the 
driver; the tax subject is the motorized 
trafic which creates a tax potential. 


The nature of the tax subject is evident 
in income and property taxation. Income is 
not a tax subject, but rather a tax basis. 
The tax-producing factor or tax subject is 
either a person or a corporation. In prop- 
erty taxation, the property itself is the tax 
subject or tax-creating factor because, al- 
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though property requires ownership, the 
taxable characteristic of the owner has 
nothing to do with the tax structure. The 
earning power of property makes it a tax 
subject, which is taxed under any one of three 
bases—valuation, income or flat amount. 


Economic Relationship 
of Tax Subjects 


The classification outlined below sets up 
tax families,» whose members are econom- 
ically related, in order to fill the gap of 
tax-basis groups, whose members are simi- 
lar only in appearance without blood or 
marriage relationship. 

A. General Taxes on: 

1. Persons 
2. Property 
3. Business 


(a) Unincorporated and incor- 
porated 


(b) Incorporated only 


B. Special Tases on: 
1. Motorized traffic 
2. Alcoholic beverages 
products and 


3. Tobacco, tobacco 


narcotics 


4. Public utilities 

5. Insurance (private) 

6. Livestock, food, drinks (nonalco- 
holic), agricultural products, seed, 
fertilizer 

7. Banks, money and credit institu- 


tions, commodity and stock ex- 
changes, real estate business 


8. Mining, engineering, building, 
lumber, timber, chemical indus- 
tries 


9. Apparel, jewelry and luggage 

10. Admissions, amusements, games, 
sporting goods, firearms, musical 
instruments, radio, photography 

11. Professional services and service 
industries (not included _ else- 
where) 


Widely recognized are the three “gen- 
eral” tax subjects—persons, property and 





5 Mr. Philip H. Cornick of the Institute of 
Public Administration devised for public budget- 
ing a system which has certain similarities to 
the proposed classification by tax subject. He 
distinguished between taxes on (a) persons, (b) 
general property, (c) special property, (d) busi- 
ness activities in general and (e) specific busi- 
ness activities. See A. E. Buck, Public Budgeting 
(1929), p. 225. 
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business. The distinction in business taxes 
between incorporated business, on the one 
hand, and unincorporated and incorporated 
business, on the other hand, accords with 
the probable economic orbits in which taxes 
move. The three general tax subjects are 
not the only tax-producing factors in our 
economy although they produce the largest 
part of the tax proceeds.* Less widely rec- 
ognized is the need to set up a comprehen- 
sive series of special taxes on public utilities, 
motorized traffic, insurance and the other 
segments specified above. Tax classifica- 
tion should not ‘lag behind practice, as it 
does now so seriously, in formalizing classes 
of special tax subjects helpful for economic 
analysis. 


The eleven categories of special taxes 
have the advantage of defining the eco- 
nomic sectors, subject to selective taxation, 
which is lacking for general taxes on per- 
sons, property and business. Cannot the 
general taxes be resolved into occupational 
and other economic areas to make more 
specific their economic background? Pres- 
ent reporting mechanisms are geared to 
show tax totals for governmental units, 
without sufficient records to break down 
economic areas. If general taxes cannot be 
broken down in regular reporting, an in- 
creasing number of special studies indicate 
that research can now provide partial an- 
swers that point to later possibilities in re- 
porting. Individual income taxes can be 
and are at times subject to tabulations show- 
ing occupations and income brackets. At 
least part of property is identified by eco- 


6 The taxes on persons, property, and business 
are called ‘‘general’’ because they cut clear 
across every economic orbit and tax every tax 
subject equally without aiming at any specific 
economic orbit. If within the framework of 
any general tax, however, discriminatory rates 
or levies are provided for selected economic 
groups (such as special income tax rates for 
state banks), the revenues originating from 
these special rates or levies lose their character 
as ‘‘general’’ taxes. 

Many borderline cases, of course, could be 
included in this or that group. Some argument 
also might arise whether, for instance, the 
employees’ shares of the payroll taxes should 
be included under the tax subject ‘‘business’’ 
or that of ‘‘persons.’’ As the concept of the 
tax subject in this analysis, however, is that of 
a ‘‘tax-creating factor,’ or the force around 
which the tax yields gravitate, the employees’ 
shares of the payroll taxes are correctly labeled 
under the tax subject ‘‘business.’’ Their pro- 
ceeds change with the change of the size of the 
business activities, and they are also a ‘‘dis- 
criminatory’’ levy on employees in business, not 
levied on other employees or persons in general. 

The connotation of the concept of the tax sub- 
ject was also the reason for classifying the gen- 
eral sales and use tax under the subject of 
business taxation. 


Tax Classification 


nomic use in the assessment records of a 
number of jurisdictions. Through tabula- 
tions of corporate income and other tax re- 
turns, the relative distribution of business 
taxes can even now be gauged, by a state, 
for example, if sufficient effort is made. 
The last proviso conditions any future re- 
porting of general taxes by economic sec- 
tors. If the effort is sufficient, irregular 
surveys may be converted into regular re- 
ports for this purpose. 


Value of Cross-Classification 


Classification by economic background is 
not urged as a substitute, or even as a par- 
allel scheme, for the tax basis or other 
method. Rather, the core of a revised plan 
is the cross-classification of grouping by tax 
basis with that by economic relationship. 
Each method has value separately; to- 
gether, their value is redoubled. 


By relating taxes to the source or similar 
economic background, the cross-classifica- 
tion would enable tax-making authorities to 
measure more accurately the load on tax 
subjects and hence on occupational and 
other economic groups. ‘Top-heaviness in 
the taxation of some economic groups would 
be better recognized at the same time that 
potential tax sources for tapping might be 


indicated. Budgeting, therefore, would be 


more realistic. Even governments with dis- 
similar tax structures could more fruitfully 
be compared in relation to the economic 
orbits in which taxes move. This purpose 
is increasingly significant as multiple fed- 
eral, state and local taxation claims more 
attention. International loans or repara- 
tions would acquire a more solid foundation 
of international revenue comparisons. The 
table on pages 812-813 presents the pro- 
posed cross-classification with appropriate 
reference to tax objects and to the types of 
government collecting taxes. In order to 
simplify the presentation, certain recom- 
mended subclasses are combined and the 
itemization of taxes is suggestive, not en- 
cyclopedic. 

In executing a tax classification, the ob- 
servance of rules, which sometimes are of 
a mechanical nature, will go far to assure a 
body of consistent and illuminating data. 
Among the more important supplementary 
rules are the following: 

(1) Each tax should be labeled separate- 
ly for each classification process, whether 
by basis, economic background or the type 
of government levying the tax. This label- 
ing disregards social implications, such as 

(Continued on page 870) 
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MR. BACHRACH’S AND MR. GAMBILL’S ARTICLES, THE LATTER 


ON PAGE 819, ARE BASED ON LECTURES GIVEN BEFORE A TAX 
PRACTITIONERS FORUM AT THE UNIVERSITY OF PITTSBURGH 


DEDUCTIONS - - - 


Income or Estate? 


By MICHAEL D. BACHRACH . . . CPA and Tax Consultant, Pittsburgh 





TS statutory authority for claiming de- 
ductions in the income tax return is gen- 
erally found in Section 23 of the Internal 
Revenue Code. Section 23, entitled “De- 
ductions from Gross Income,” has numer- 
ous subsections, each dealing with a 
particular type of deduction. We are con- 
cerned here with two of these subsections, 
viz., 23 (e) and 23 (w). 


Section 23 (e), which provides for the 
deduction of certain losses sustained by 
individuals, contains the following sub- 
paragraph: 


“In computing net income there shall be 
allowed as deductions: 


“(e) Losses by Individuals—lIn the case 
of an individual, losses sustained during 
the taxable year and not compensated for 
by insurance or otherwise— 


“(3) Of property not connected with 
the trade or business, if the loss arises 
from fires, storms, shipwreck, or other casu- 
alty, or from theft. No loss shall be allowed 
as a deduction under this paragraph if at 
the time of the filing of the return such loss 
has been claimed as a deduction for estate 
tax purposes in the estate tax return.” (Italics 
supplied. ) 


Let us turn to the provisions of the Code 
which deal with deductions allowed in the 
federal estate tax return, viz., Section 812. 
Subsection (b), which provides for the de- 
duction of funeral expenses, administration 
expenses, claims against the estate, etc., 
contains the following language: 

“There shall also be deducted losses in- 


curred during the settlement of estates 
arising from fires, storms, shipwrecks, or 


other casualties, or from theft, when such 
losses are not compensated for by insurance 
or otherwise, and if at the time of the filing 
of the return such losses have not been 
claimed as a deduction for income tax pur- 
poses in an income tax return.’ (Italics 
supplied.) 


Section 162 (e) 


Turning back to the income tax provi- 
sions of the Code (see Supplement E, deal- 
ing with the taxation of estates and trusts), 
we find that Section 162 (e) reads as 
follows: 


“Amounts allowable under Section 812 (b) 
as a deduction in computing the net estate 
of a decedent shall not be allowed as a 
deduction under Section 23, except sub- 
section (w), in computing the net income 
of the estate unless there is filed, within 
the time and in the manner and form 
prescribed by the Commissioner, a state- 
ment that the items have not been claimed 
or allowed as deductions under Section 
812 (b) and a waiver of the right to have 
such items allowed at any time as deduc- 
tions under Section 812 (b).” 


If we by-pass for a moment the exception 
referred to as contained in Section 23 (w), 
the following propositions are clear from 
the above excerpts: 


(1) Certain types of losses may be claimed 
by an estate or trust in its income tax 
return, provided that such losses have not 
already been claimed in the estate tax return, 


(2) An estate may deduct similar types 
of losses in the estate tax return, provided 
that such losses have not been claimed as 
a deduction in an income tax return, 
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(3) Deductions otherwise allowable to an 
estate may not be claimed on any income 
tax return unless the taxpayer waives the 
right to have such items allowed as deduc- 
tions in the estate tax return. 


Former Double Deduction 


The reason for this emphasis on the pro- 
hibition against double deduction is the fact 
that in prior years taxpayers have been 
allowed such deductions in both estate tax 
and income tax returns. In 1934, the Cir- 
cuit Court of Appeals for the Tenth Circuit, 
reversing the decision of the United States 
Board of Tax Appeals (now the Tax Court 
of the United States), held that property 
taxes assessed and paid during the ad- 
ministration of the estate were properly 
deductible from the gross estate as admin- 
istration expenses for the purpose of com- 
puting the federal estate tax (Brown et al. v. 
Commissioner, 74 F. (2d) 281; rev’g [CCH 
Dec. 8432] 29 BTA 1183), and denied the 
Commissioner’s contention that the deduc- 
tion should be disallowed because such 
taxes were deductible in the estate’s income 
tax return. Said the court: 


“But, it is argued, such taxes are de- 
ductible from the income tax paid by the 
estate. Congress may authorize a deduc- 
tion of taxes from both income and estate 
taxes if it chooses.” 


A similar situation was presented in 1940 
to the Circuit Court of Appeals for the 
Eighth Circuit in the case of Adams uv. 
Commissioner [40-1 ustc J 9350], 110 F. (2d) 
578. The primary question there was the 
allowance of administration expenses in- 
curred by an estate which had continued 
in administration for several years. The 
Commissioner disallowed part of the claimed 
deductions on the ground that such pro- 
tions were not truly administration ex- 
penses, but were incurred in the course of 
a prolonged administration in connection 
with carrying on a business and therefore 
were incurred in the execution of duties in 
the nature of a testamentary trust. Having 
decided the principal question in favor of 
the taxpayer, the court disposed of the 
Commissioner’s complaint: 


“Some emphasis is placed, both by the 
Board and the Commissioner, on the fact 
that some or all of the deductions claimed 
here were claimed also in connection with 
returns for income taxation of the estate. 
There is no necessary inconsistency in claim- 
ing the deductions as to both estate taxes 
and also as to income taxes of the estate. 


Deductions 





The two taxes are different in theory and 
incidence. It is for the Congress to pre- 
scribe what, if any, deductions are to be 
allowed as to each. Also, it is for the 
Congress to declare that there shall be but 
one deduction and where that shall be 
permitted. Congress has prescribed sepa- 
rately the deductions allowable for estate 
tax purposes and for income tax purposes. 
Congress has not declared that these deduc- 
tions shall, in any way, be affected by the 
circumstances—often of occurrence—that 
the same items might come within each of 
the separate deduction provisions. It is not 
for the courts to supply this omission—if 
it be such—in the statute. See Brown v. 
Commissioner.” 


Amendment of Code 


The court was referring, of course, to 
administration expenses, and not to losses, 
since by that time (1940) the double deduc- 
tion for losses was already prohibited by 
Sections 23 (e) and 812 (b) of the Code. 
Therefore, to plug this loophole, the Code 
was amended in 1942 (Section 161 of the 
Revenue Act of 1942) by adding Section 162 
(e), under which any amounts allowable as 
a deduction on the estate tax return, be 
they losses or expenses, may be deducted 
in any income tax return only by specifically 
waiving the right to have such items al- 
lowed at any time as deductions in the 
estate tax return. Apparently, some tax- 
payers continued to remain in doubt. As 
late as September 22, 1947, the Bureau of 
Internal Revenue issued a Special Ruling in 
which it was made clear that ordinary and 
necessary administration expenses incurred 
by the executor of an estate may be taken 
as deductions either on the estate tax return 
or on the federal income tax return filed 
by the estate, but not on both. (Letter to 
Security National Bank, Sioux City, Iowa, 
dated September 22, 1947, and signed by 
Fred S. Martin, Acting Deputy Commis- 
sioner [485 CCH J 6043].) 


In general, an estate is allowed the same 
expense deductions as an individual is al- 
lowed, i.e., those sustained in carrying on 
a trade or business, and all the ordinary 
and necessary expenses paid or incurred 
during the taxable year, for the production 
or collection of income, or for the manage- 
ment, conservation or maintenance of prop- 
erty held for the production of income. 
(Of course, the amount applicable to tax- 
exempt income is not deductible.) 


The following exceptions apply to an 
estate or trust: 
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(1) The optional standard deduction pro- 
vided in Section 23 (a-a) of the Code may 
not be used. 


(2) Contributions are not limited to fif- 
teen per cent of adjusted gross incume, but 
are allowable without limitation if they 
meet the test set forth under Section 162 
(a) of the Code. 


(3) Deductions for medical and dental 
expenses under Section 23 (x) are not 
allowable, in any event, to an estate or trust. 


Estate or Trust Deductions 


Among the deductions allowed 
estate or trust are the following: 


to an 


(1) The net operating loss carry-over and 
carry-back under Section 122 of the Code 
—provided that the estate or trust is en- 
gaged in a trade or business. 


(2) Losses under Section 23 (e) not 
compensated for by insurance or otherwise: 


(a) Losses incurred in a trade or business 


(b) Losses incurred in any transaction 
entered into for profit, though not con- 
nected with a trade or business 


(c) Losses of property not connected 
with trade or business which arise from 
fire, storm, shipwreck or other casualty, or 
from theft. 


Section 162 (e) begins as follows: 


“Amounts allowable under Section 812 
(b) as a deduction in computing the net 
estate of a decedent shall not be allowed 
as a deduction under Section 23.” 


Nonbusiness Expenses 


From a first reading of this sentence it 
might seem that all amounts allowable under 
Section 812 (b) may be claimed, under the 
prescribed conditions, as a deduction in the 
income tax return instead of in the estate 
tax return. But Section 812 (b) provides 
not only for deduction of administration 
expenses and losses (which are proper in- 
come tax deductions) but also for funeral 
expenses, claims against the estate, unpaid 
mortgages and amounts reasonably required 
for the support of dependents during the 
settlement of the estate (which are not 
proper income tax deductions). Is it possi- 
ble that the legislative draftsmen in closing 
one loophole have inadvertently opened 
another? Is it possible that Section 162 (e) 
can now be cited as authority to claim as a 
deduction on an income tax return items 
not ordinarily deductible for income tax 
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purposes? Perhaps this is so, but it is ob- 
vious from the report of the House Ways 
and Means Committee (Report No. 2333, 
Seventy-seventh Congress, Second Session, 
pages 74-76) that the committee had in mind 
only such deductions as expenses incurred 
in the production or collection of income, 
particularly because such expenses were for 
the first time made deductible in computing 
net income by an amendment to the Code 
likewise made in the Revenue Act of 1942, 
viz., the addition of Section 23 (a) (2), 
dealing with nontrade or nonbusiness ex- 
penses. Thus, I believe, an attempt under 
Section 162 (e) to claim deductions in an 
income tax return which are otherwise 
excluded by Section 23 would be unsuccess- 
ful, particularly in view of the cross refer- 
ence to Section 23 contained in Section 162 
(e). Accordingly, the deductions listed in 
Section 812 (b) which are allowable for 
income tax purposes under Section 23 are 
(1) administration expenses and (2) losses 
incurred during the administration of the 
estate which arise from fire, storm, ship- 
wreck or other casualty, or from theft, to 
the extent they are not compensated for 
by insurance or otherwise. 


Expenses of Corpus Transactions 


It is important to note here that prior 
to the amendment of Regulations 111, Sec- 
tion 29.23 (a)-15 (b) (relating to nontrade 
or nonbusiness expenses) by T. D. 5513, 
1946-1 CB 61, certain administration ex- 
penses, i.e., executor’s fees and attorney’s 
fees pertaining to corpus transactions, were 
not deductible for income tax purposes. 
The section as amended by T. D. 5513 
makes no exception to administrative ex- 
penses, and reads as follows: 


“Reasonable amounts paid or incurred by 
the fiduciary of an estate or trust on 
account of administration expenses, includ- 
ing fiduciaries’ fees and expenses of litiga- 
tion, which are ordinary and necessary in 
connection with the performance of the 
duties of administration are deductible un- 
der this section, notwithstanding that the 
estate or trust is not engaged in a trade 
or business, except to the extent that such 
expenses are allocable to the production 
or collection of tax-exempt income.” There- 
fore, all administration expenses, provided 
that they are reasonable in amount, are 
deductible irrespective of their nature. 


Having thus determined the nature of 
the expenses which may be claimed on either 
return, and being mindful of the fact that 
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no double deduction is aliowed, should the 
taxpayer claim the deduction on the income 
tax return or on the estate tax return? 


Section 23 (w) Exception 


Before proceeding further, let us consider 
the reference made in Section 162 (e) to 
the exception provided by Section 23 (w). 
Section 162 (e), we recall, reads as follows: 
“Amounts allowable under Section 812 (b) 
as a deduction in computing the net estate 
of the decedent shall not be allowed as a 
deduction under Section 23, except subsec- 
tion (w), in computing the net income of 
the estate unless there is filed.” Apparently, 
the provisions of subsection (w), whatever 
they may be, constitute an exception to the 
general rule that double deductions are not 
allowed. 


Section 23 (w) allows the following de- 
ductions in computing net income: 


“Deductions of Estate, Etc., on Account 
of Decedent’s Deductions— 


“(1) In the case of a person described in 
Section 126 (b), the amount of the deduc- 
tions in respect of a decedent to the extent 
allowed by such subsection. 


“(2) In the case of a person described in 
Section 126 (a), the amount of the deduc- 
tions in respect of a decedent to the extent 
allowed by Section 126 (c).” 


Subsection (w) was added to Section 23 
of the Code in conjunction with new Sec- 
tion 126, dealing with income and deduc- 
tions in respect to a decedent. Section 126 
was enacted in connection with the abroga- 
tion of the system of arbitrary accrual of 
outstanding items of income, as well as 
liabilities for purposes of credits and deduc- 
tions, to a cash basis decedent for inclusion 
in the last income tax return made in his 
behalf. Instead, such items of income be- 


came taxable to his estate or beneficiary, as’ 


the case might be, with the right to take 
the deductions and credits. (Section 126 
(b).) Subsection (1) of Section 23 (w) 
authorizes the taking of such deductions by 
the estate, the beneficiary or a person 
otherwise designated. 


Deduction by Estate 


In other words, business expenses, in- 
terest and taxes for which the deceased 
was liable but which are not properly 
allowable as a deduction to him are now 
allowed as a deduction when paid by the 
estate, or by the ultimate recipient who, by 


Deductions 


reason of the decedent’s death, acquires 


property of the decedent subject to such 
obligation. 


Section 126 (c) provides that the recipi- 
ent who includes in his income an item 
which, but for the decedent’s death, would 
have accrued to the decedent, may in the 
same year deduct that portion of the estate 
tax which is attributable to including in 
the estate the item or the right to receive 
it, i.e., the excess of the actual estate tax 
over the estate computed without including 
in the gross estate the net value of the 
item. Subsection (2) of Section 23 .(w) 
authorizes the taking of this deduction. 


The reason that Section 162 (e) specifi- 
cally excepts Section 23 (w) is that to do 
otherwise would defeat the very purpose 
for which Section 126 was enacted, namely, 
to provide a method whereby deductions in 
respect to a decedent are allowed to the 
estate or heir, even though*the same items 
constitute claims against the estate which 
are deductible under Section 812 (b). 


Thus, for example, a decedent on the 
cash basis who was the maker of a note 
upon which interest had been accruing at 
the time of his death, would not be allowed 
the accrued interest deduction in the final 
return. Instead, the deduction would be 
allowed to the estate upon payment of the 
note. This is true even though the liability 
for such interest is a proper deduction in 
the estate tax return. 


To use another illustration, if a decedent 
on the cash basis owned real property on 
which accrued taxes had become a lien, and 
if such property passed directly to the 
decedent’s heir in a jurisdiction in which 
real property does not become a part of the 
decedent's estate, the heir, upon paying 
such taxes, may take the deduction even 
though the liability for the tax was also 
claimed as a deduction on the estate tax return. 


We come now to the consideration of 
our main question: Should administration 
expenses and other deductions be claimed 
as income tax deductions or as estate tax 
deductions? 


Brackets 


The answer depends upon the relative es- 
tate tax and income tax brackets of the 
estate. If the estate will be in a higher 
income tax bracket than estate tax bracket, 
it should forego the deduction to the estate, 
and take the deduction instead in the es- 
tate’s income tax return. 
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The federal estate tax return is not due 
until fifteen months after the decedent’s 
death. The primary reason for this lapse 
of time is, of course, the provision of the 
law which gives the executor the option of 
valuing the assets of the estate either on 
the date of death or on a date one year 
after the date of death. However, it is 
this lapse of time which makes it possible 
for the executor to exercise the choice 
referred to in this discussion. The first 
income tax return of the estate is due 
within twelve months after the decedent’s 
death, and by that time the executor is 
likely to have a close approximation of the 
value of the estate. He should have no 
difficulty then in deciding whether the al- 
lowable deductions give a greater tax benefit 
in the one return as compared with the other. 


Waivers 


If the decision to claim the deduction in 
the income tax return is made, the executor 
must not overlook the Section 162 (e) re- 
quirement that the return be accompanied 
by a statement waiving the right to claim 
a corresponding deduction on the estate tax 
return. The Commissioner has stipulated 
that the statement be filed in duplicate and 
attached to the income tax return. There 
is no prescribed form for such a waiver, and 
the taxpayer may use any language which 
conveys the meaning required by the statute. 


No such waiver is required for deductible 
expenses, interest or taxes in respect to a 
decedent. As previously explained, these 
items are deductible in computing the in- 
come of the estate (or of the beneficiary) 
although they may also constitute deducti- 
ble claims against the estate for estate tax 
purposes. 


Where no federal estate tax return is filed, 
i.e., where the net estate is under $60,000, 
the expenses and other allowable deductions 
should, of course, be claimed on the income 
tax return. Even in such cases, i.e., where 
because of the insufficiency of the estate, 
no federal estate tax return is filed, the 
Bureau directs that the required waiver (to 


the effect that the estate will not claim 
such expenses as an estate tax deduction 
at any time) be filed in duplicate with the 
income tax return in which the item is 
claimed as a deduction. 


Immediate v. Potential Savings 


Occasionally, of course, some of the de- 
ductions which might ordinarily be accrued 
on the estate tax return will not actually 
be paid by the estate until a later period, 
and hence are not deductible by the estate, 
unless it is on the accrual basis, in its first 
income tax return. In other words, in 
certain situations the choice may be between 
the immediate saving of estate tax and a 
potential but uncertain larger saving in 
income tax. In such cases it might be 
wise to refrain from claiming the deduc- 
tions in the estate tax return; if a deduction 
withheld from the estate tax return should 
yield less advantage in a subsequent income 
tax return, the executor can then forego 
the deduction in the income tax return and 
claim the amount instead as a further 
deduction in the estate tax return, either 
by claiming a refund or by waiting until 
the estate tax return is examined by the 
Internal Revenue Bureau. Usually a few 
years elapse between the filing of the estate 
tax return and its examination, and no 
difficulty is experienced in ultimately ob- 
taining the deduction where it will do the 
most good. 


To summarize what has been stated above, 
the answer to the question of whether the 
allowable Section 812 (b) deductions should 
be claimed on the income tax or on the 
estate tax return depends upon the facts 
in each case. Deductions would be claimed 
on the income tax return of the estate where: 


(1) No federal estate tax return is filed. 


(2) The net estate is below the $60,000 
statutory exemption. 


(3) The estate is insolvent. 


(4) The income tax bracket of the estate 
is higher than the estate tax bracket. 


[The End] 


——— ee —___—_ 
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SIDNEY B. GAMBILL'S LECTURE 


Practical Considerations 


in Federal Tax Procedure ~~ — 


UR FOREFATHERS - sstarted a 

revolution because of a small tax on 
tea. A few years later they started 
a rebellion because of a modest 
tax on whiskey. I wonder what their 
reaction would be if they could awaken 
today to find an income tax ranging from 
16.6 per cent to seventy-seven per cent, 
often on income that has already ‘been 
through the tax mill at the rate of thirty- 
eight per cent, along with taxes on light, 
heat, transportation, communications, en- 
tertainment, cosmetics, jewelry, fur coats 
(unless the fur is on the inside), refrigera- 
tors, automobiles, gasoline and oil, liquor 
and tobacco products, and more than sixty 
other excise levies on thousands of every- 
day products and services. And this list 
does not include state and local taxes, or 
the numerous hidden taxes in the cost of 
everything. It has been estimated that the 
average American taxpayer works three and 
one-half months of each year to support his 
government. 

Any discussion of federal tax procedure 
properly should commence far ahead of 
the preparation and filing of tax returns. 
The tax practitioner, accountant or attor- 
ney should play an important part in 
planning for his clients. A business man 
who goes along haphazardly, ignoring the 
tax effect of the transactions made during 
the year, until tax return time is subject 
to unexpected tax headaches. The sub- 
stantial income-producing taxpayers of this 
country must realize that under the present 
tax structure our government has a large 
interest—often larger than their own—in 
their earnings and profits, and that federal 
taxation should be the number one prob- 
lem for which they must plan. And no 
real relief is in sight. The huge debt of 
our country will hang like a millstone 
around the necks of taxpayers for genera- 
tions to come. In periods of depression 
the burden will be more oppressive. In 
planning for the future, businessmen must 
also consider the uncertainties arising from 
our international difficulties, unrest abroad, 
our aid-to-Europe program and the many 
fields of spending our government has en- 
tered in the last few years. 


Federal Tax Procedure 





The courts have stated repeatedly that 
taxpayers have the legal right to decrease 
the amount of what otherwise would be 
their taxes, or to avoid them altogether, 
by means which the law permits. (Superior 
Oil Company v. Mississippi ex rel. Knox, 
280 U. S. 390 (1930); Gregory v. Helvering 
[35-1 ustc J 9043], 293 U. S. 465 (1935).) A 
taxpayer is not required to pursue a course 
which gives rise to a greater tax liability 
if another course which will give rise to a 
lesser tax liability is open to him. 


Filing of Returns 


Each individual taxpayer who owes 
taxes must file an annual return with his 
local collector of internal revenue. Corpo- 
rations must file returns irrespective of 
whether they owe taxes. Two primary 
considerations should be kept in mind. 
First, it is important that the filing of the 
tax return be timely. Second, it is impor- 
tant that the taxpayer have proof of the 
filing date. If a tax return is filed late, 
in the absence of an extension, there is a 
penalty of five per cent of the tax for the 
first thirty days and another five per cent 
for each additional thirty days or fraction 
thereof, with a maximum penalty of twenty- 
five per cent. This penalty will not be 
imposed if the late filing was “due to reason- 
able cause and not due to willful neglect.” 
(Code Section 291.) The importance of 
having proof of the exact date of the 
filing of a tax return is demonstrated in 
the case of Thomas N. Perkins et al. [CCH 
Dec. 9157], 33 BTA 606 (1935). In this 
case an accountant delivered nine tax re- 
turns to a deputy collector on April 13, 
1928, and received the deputy collector’s 
receipt therefor. The collector’s stamp on 
these returns indicated that they had been 
filed on April 14, 1928. On April 14, 1931, 
deficiency notices asserting deficiencies 
totaling almost $500,000 were mailed to the 
taxpayers. The taxpayers were able to 
prove that the returns actually had been 
filed on April 13, 1928, rather than on the 
date shown by the collector’s stamp. Hence, 
the deficiency notices were one day late 
and the statute of limitations had: run. 
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Collector's Office 


The collector of internal revenue is re- 
sponsible for the collection of all classes 
of internal revenue taxes in his district. 
In performing his duties, the collector co- 
operates with other law-enforcing and tax- 
determining officers of the Bureau of 
Internal Revenue and various government 
agencies. The collector’s office receives 
and processes all classes of returns, It 
is responsible for the auditing of all indi- 
vidual income tax returns showing adjusted 
gross income under $7,000 and total receipts 
from business under $25,000. When re- 
turns are received by the collector’s office, 
a preliminary examination of them is made. 
They are classified as to taxpayers, and 
subclassified as to full payment, part pay- 
ment or complete exemption. The returns 
are numbered and checked for form, execu- 
tion and mathematical accuracy. If a 
mathematical error appears on a return, 
the taxpayer is notified and demand is made 
upon him for additional tax because of 
such error. This additional tax is not a 
deficiency within the statute, and the tax- 
payer has no right to appeal. 


The collector’s office prepares assessment 
lists of taxpayers who have filed returns, 
and these lists are sent to Washington. 
There they are signed by the Commissioner 
and returned to the collector. This fur- 
nishes authority for the collector to make 
collection, by distraint if necessary. The 
assessment lists are subject to correction 
at any time within the statutory period 
for making assessments. The collector is 
the only person who ever actually receives 
payment of taxes or additions to the tax 
determined by any agency of the Bureau. 


The collector is given the right to issue 
thirty-day and ninety-day letters and to 
conduct hearings in connection with pro- 
posed deficiency assessments as to returns 
showing adjusted gross income under $7,000 
and total receipts from business under 


$25,000. 


Estate tax returns are sent by the collec- 
tor directly to the internal revenue agent 
in charge. Most other returns are sent to 
Washington. The usual procedure in 
Washington is to sort the returns, give 
them a casual review, and return to the 
local revenue agent in charge those that 
show possibility of additional taxes. All 
corporation returns are returned to the 
office of the local revenue agent in charge. 
The returns that are retained by the col- 
lector’s office for final disposition, are given 
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the same type of treatment as is usual in 
the revenue agent’s office. © 

Each collection district is divided into 
territories, designated as zones, to which 
the activities of a zone deputy collector 
are ordinarily limited. The collector’s field 
force canvasses the various zones, and 
instructs taxpayers as to the requirements 
of law in the keeping of records and the 
filing of returns. The field force also files 
and serves proofs of claim, notices of tax 
liens and notices of levy. If a return 
assigned to a deputy collector indicates 
possibilities of additional taxes, the deputy 
contacts the taxpayer, either personally or 
through letter, and requests full and com- 
plete information in connection with the 
return. The deputy examines the books 
and records of the taxpayer. If errors are 
uncovered, the deputy attempts to close 
the case with the taxpayer. Often the 
deputy sends to the taxpayer a so-called 
“thirty-day letter,” which gives the tax- 
payer time within which to protest or 
accept the deputy collector’s findings. If 
the taxpayer desires a further conference, 
he will be accorded a conference with a 
superior of the deputy collector. This 
conference may be granted with or without 
a formal written protest. There are no 
rules governing the preparation and filing 
of protests in the office of the collector. 
The conference in the collector’s office is 
informal. The collector’s office does not 
have designated conferees, as does the reve- 
nue agent’s office. If the taxpayer and 
representatives of the collector’s office are 
unable finally to reach a settlement of the 
case, two courses are open to the tax- 
payer: (1) he may request that the case 
be transferred to the revenue agent in 
charge for review by that office, or (2) he 
may request the issuance of a statutory 
notice of deficiency. If the latter course is 
chosen, the collector’s office has the au- 
thority to mail to the taxpayer a statu- 
tory notice. 


Recently the work load of the offices of 
the revenue agents in charge has been 
extremely heavy. To relieve this situation, 
the Commissioner has authorized the 
agents’ offices to return for investigation 
to the collector’s office any individual tax 
returns which the agents’ offices have se- 
lected for investigation but are unable to 
check. Such returns are returned to the 
collector’s office irrespective of the amount 
of income involved. 


Comparatively few statutory notices are 
mailed to taxpayers from the -collector’s 
office. If such a notice is mailed, all the 


September, 1948 @© TAX ES—The Tax Magazine 














rules that apply to any statutory deficiency 
notice apply here. 


Revenue Agent Divisions 


One of the major field branches of the 
Bureau of Internal Revenue is made up of 
thirty-eight field offices headed by revenue 
agents in charge. Each division is a com- 
pletely organized unit of administration 
for the examining and closing of income 
tax returns—individual, corporation, part- 
nership and trust—which are selected for 
field examination. Each division has a 
corps of revenue agents, auditors and clerks, 
supplemented, where necessary, by valua- 
tion engineers. Each division has experi- 
enced agents assigned as reviewers and 
conferees to review protests of taxpayers 
and to confer directly with them or their 
representatives. These divisions also do 
some field work in estate and gift tax 
cases for the Washington office of the 
Miscellaneous Tax Unit. 


When a return is referred to a revenue 
agent in charge, it is first examined to deter- 
mine whether it is acceptable on its face, and 
whether it requires an office audit or investi- 
gation by a field audit. An office audit con- 
sists merely of an analysis in the light of the 
law and the probabilities of additional taxes. 
The returns are checked against information 
returns, records of previous years, etc. 
Often a letter is transmitted to the taxpayer 
in an attempt to gather additional informa- 
tion or to check the accuracy of the in- 
formation shown in his return. If the 
division is still dissatisfied, the return is 
then trasferred for field audit. A _ field 
audit consists of an examination by a reve- 
nue agent. The taxpayer’s books and rec- 
ords are checked. He is requested to 
furnish supporting information. Usually, 
at the conclusion of the agent’s investiga- 
tion a conference between the agent and 
the taxpayer is held in an attempt to 
work out any additional tax liability deter- 
mined by the agent. 


As a general rule, if discrepancies are 
unearthed, the agent attempts to secure 
from the taxpayer an agreement consent- 
ing to the immediate assessment of addi- 
tional tax (Form 870), thus dispensing with 
the statutory necessity of issuing a de- 
ficiency letter. If, however, as a result of 
the field audit (or at any time prior to the 
issuance of a statutory deficiency letter), 
the taxpayer signs a “Waiver of Restric- 
tions on Assessment and Collection of 
Deficiency” (Form 870), he is in effect 
waiving his right to appeal to the Tax 
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Court, inasmuch as no statutory notice 
will be issued if such waiver is given. In 
a normal case, before any additional tax 
may be assessed or collected, a statutory 
notice of deficiency must be first issued. 
Furthermore, ninety days must elapse after 
issuance of this notice before steps to collect 
the tax can be taken. If the taxpayer 
appeals to the Tax Court, this time is 
further extended until such time as the 
Tax Court’s decision becomes final. (Code 


Section 272(a).) 


After the field examination is completed, 
if the taxpayer refuses to sign a waiver, 
the revenue agent files his report with the 
internal revenue agent in charge. His rec- 
ommendation is (1) that the return should 
be accepted as filed, thus closing the case, 
or (2) that a deficiency should be asserted. 
If a deficiency has been proposed, the 
revenue agent in charge mails to the tax- 
payer a preliminary or “thirty-day letter,” 
with a copy of the revenue agent’s report 
enclosed. This letter advises the taxpayer 
that a deficiency has been proposed, and 
offers him two courses of action: (1) if he 
agrees to the proposed deficiencies, he is 
asked to execute Form 870; (2) if he dis- 
agrees with the findings of the revenue 
agent, he is given a period of time, usually 
thirty days, within which to file a protest 
against the findings of the agent. 


Protests 


There is no prescribed form for a protest. 
As a general rule, thirty-day letters are 
accompanied by a list of instructions to 
be followed in preparing a protest. The 
protest must be in writing, and should be 
specific enough to put the revenue agent 
in charge on notice as to just what objec- 
tions the taxpayer has to the examining 
agent’s findings. The protest should be 
executed by the taxpayer under oath. A 
request should be made for a hearing, if 
desired. Three executed copies of the pro- 
test should be filed. If the protest is 
prepared by an attorney or agent, he should 
attach to it a statement setting forth the 
name of the person who prepared the 
protest and affirming that such person has 
personal knowledge of the facts therein. 
The attorney or agent should file with the 
protest a proper power of attorney and the 
required statement as to fees. Generally, 
a protest should perform three primary 
functions: (1) it should point out specifi- 
cally the findings of the revenue agent with 
which the taxpayer is in disagreement; (2) 
it should clearly set forth all the facts on 


821 








which the taxpayer relies; and (3) it should 
set forth the statutes, court decisions, rul- 
ings and other authorities that support 
the taxpayer’s contentions. 


Conferences 


If a conference in the revenue agent’s 
office has been requested in the protest, 
in due course the taxpayer or his repre- 
sentative is notified of the time and place 
for the conference. The conference is 
usually held in the city of the taxpayer’s 
residence, provided a branch of the revenue 
agent’s office is located there. 


The taxpayer and his representative 
should be prepared to make a full dis- 
closure of all the relevant facts at this 
conference, and to back them up if neces- 
sary. A thorough knowledge of the facts 
and the law is advisable. It should be 
remembered that the office of the revenue 
agent in charge is the local fact-finding 
body of the Bureau. The hearing is con- 
ducted by a trained conferee. Conferees 
designated to conduct these hearings are 
usually persons promoted to this position 
because of their experience, ability, fairness 
and common sense. 


The conference is quite informal. The 
examining agent may or may not be pre- 
sent. The burden of proof at this conference, 
of course, is on the taxpayer. Depend- 
ing upon the nature of the case, its 
complexity, and the information in the files 
of the conferee or made available to the 
conferee, the conference may be continued 
from time to time. Sometimes the con- 
feree will ask the revenue agent to gather 
additional proof. 


As many tax cases end here by settle- 
ment, the tax practitioner should be alert 
to this possibility. Tax cases at this stage 
often involve several disputed points. The 
conferee may be willing to concede some 
issues or to compromise others. Usually 
the taxpayer makes similar concessions. 
If a compromise is reached, the taxpayer 
signs an agreement (Form 870) accepting 
the basis of settlement. The action taken 
by the conferee is subject to review by the 
head of his division and to post-audit in 
Washington. Such a settlement, therefore, 
may be upset within the period of the 
statute of limitations. 


The tax practitioner should keep in mind 
that the whole Bureau psychology is to 
dispose of cases without litigation. If the 
conferee and the taxpayer or his repre- 
sentative are unable to reach a satisfactory 





settlement, the conferee usually suggests 
that the case be transferred to the Tech- 
nical Staff. 


The conferee will submit for the signature. 
of the taxpayer or his representative a 
one-sentence form requesting the transfer to 
the Technical Staff. Here a highly impor- 
tant decision must be made. In fact, this 
is the first real crossroad in the procedural 
course through the Bureau. Should the 
taxpayer request the issuance of a statutory 
notice of deficiency (a ninety-day letter), 
or should he go to the Technical Staff in 
a further effort to settle the case without 
litigation? The answer to this problem 
depends upon many considerations. 


Advantages and Disadvantages 


A review by the Technical Staff before 
the issuance of a statutory notice of de- 
ficiency has two chief advantages: 


(1) Litigation may be avoided altogether 
if a settlement is accomplished in the 
Technical Staff. 


(2) The cost and effort of a petition to 
the Tax Court, or a suit in the United 
States District Court or the Court of 
Claims, may be eliminated. 


On the other hand, there are a number 
of disadvantages: 


(1) An average of about six months is 
required for closing the negotiations for 
settlement in the Technical Staff, and inter- 
est is running during this interim. 


(2) The taxpayer eventually will have 
the same opportunity to attempt to settle his 
case after it is docketed in the Tax Court. 


(3) If the case is settled after an appeal 
to the Tax Court, the settlement is final 
and no further deficiency can be asserted. 
If the case is docketed in the Tax Court, 
it can be closed by settlement only through 
the procedure of a stipulation in the Tax 
Court and a decision thereon, 


(4) If the case is docketed, the attorneys 
connected with the office of the Technical 
Staff have a part in the settlement. This 
is seldom true in cases considered by the 
Technical Staff prior to an appeal to the 
Tax Court. If the case presents a ques- 
tion of law, the attorneys may be helpful 
in the final disposition of the case. 


(5) After the issuance of the ninety-day 
letter and an appeal to the Tax Court, 
the Commissioner must assume the bur- 
den of establishing any increase in the 
deficiency over that set forth in the letter. 
This burden is a real deterrent in many cases. 


822 September, 1948 @© TAXES— The Tax Magazine 


- 


a a 














(6) There is a psychological advantage 
in dealing with the Technical Staff after 
the case is docketed in the Tax Court. 
The Technical Advisor then knows that 
the taxpayer means business, and that the 
case must be settled or tried. Pressures 
are constantly put on the Staff by the 
Commissioner and the Tax Court to elimi- 
nate as many trials as possible. More than 
6,000 cases are now pending in the Tax 
Court; obviously, only a small percentage 
of these cases and of subsequently filed 
cases can be heard and decided by the 
sixteen Tax Court judges. 


(7) When the taxpayer files a timely 
petition in the Tax Court, his statute of 
limitations problems. are over, in so far as 
the refund of the same type of tax for 
which a deficiency is asserted is concerned, 
if he claims a refund in his petition. No 
additional agreements extending the statute 
of limitations are necessary. 


(8) If the conference with the Technical 
Staff is delayed until after the case is 
docketed in the Tax Court, some inter- 
vening court decision may settle the point. 

Other important factors should be con- 
sidered. Some cases present issues that the 
taxpayer knows cannot be settled, either 
in the revenue agent’s office or in the 
Technical Staff. For example, there may 
be involved a point of law which has been 
decided favorably to the taxpayer’s case, 
but in which the Commissioner has non- 
acquiesced. It may be impossible to settle 
this type of issue, and the taxpayer might 
as well conserve his time and energy. Some 
cases present types of issues inherently 
difficult to settle. If the taxpayer takes 
every advantage of conferences permitted 
by Bureau procedure, in the end the Bureau 
representatives will know all his plans of 
action. This places him at a disadvantage 
if the case is ultimately litigated, for govern- 
ment representatives usually do not show 
all their cards. 

Incidentally, I might mention one other 
point that may have merit: The problem 
of interest on a “potential” deficiency wiped 
out by a subsequent loss carry-back or 
unused excess profits credit carry-back. 
Under the Internal Revenue Code, these 
carry-backs reduce deficiencies as effectively 
as any ordinary deduction. When a Tax 
Court decision is obtained, through a settle- 
ment stipulation or as the result of a trial, 
the deficiency will be fixed. There will be 
nothing “potential” about it. Section 292 
of the Internal Revenue Code fixes the 
amount of interest collectible on a de- 
ficiency. Section 272(b) of the Code pro- 
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hibits the collection of any deficiency 
disallowed by the Tax Court. 


Section 3653 of the Internal Revenue Code 
provides that “no suit for the purpose of 
restraining the assessment or collection of 
any tax shall be maintained in any court.” 
Hence, it is very difficult to. enjoin the 
Commissioner from assessing and collect- 
ing taxes. Exceptions have been made to 
this rule in cases in which it appeared that 
payment of the tax would result in ir- 
reparable injury (Miller v. Standard Nut 
Margarine Company of Florida [3 ustc 
1 878], 284 U. S. 498 (1932) ), or that no 
remedy was available to recover an alleged 
illegal payment. (Rickert Rice Mills, Inc. 
v. Fontenot [36-1 ustc 9066], 297 U. S. 
110 (1936).) But there is one statutory 
exception to the provisions of Section 3653. 
Section 272(a) provides that no assessment 
of a deficiency and no proceeding for its 
collection shall be made, begun or prose- 
cuted until a statutory notice of deficiency 
has been mailed to the taxpayer, or until 
the ninety-day period for appealing to the 
Tax Court has expired, or, if a petition is 
filed with the court, until the decision of 
the court has become final. If the Com- 
missioner attempts to violate these pro- 
visions, the taxpayer is entitled to a 
restraining order during the time of such 
prohibition by a proceeding in the proper 
court, notwithstanding Section 3653. There- 
fore, there may be another important ad- 
vantage in appealing to the Tax Court 
rather than signing a waiver (Form 870) 
and paying the tax, regardless of whether 
the taxpayer intends to seek a refund. In 
other words, a taxpayer might avoid the 
payment of interest on a “potential” de- 
ficiency by litigating his case in the Tax 
Court. In so far as I am aware, this 
position has not yet been taken in any 
case. I understand that large amounts of 
such interest are being assessed and collect- 
ed throughout the country. 


Some issues are of such a nature that 
the taxpayer usually has everything to gain 
and little to lose in seeking a review by the 
Technical Staff prior to the issuance of the 
ninety-day letter. Valuations and reason- 
ableness of salaries are examples. But even 
here the taxpayer’s counsel must weigh 
the possibility that the Technical Staff may 
not be as generous as the revenue agent’s 
office, and that his client will be con- 
fronted with a larger deficiency. No hard- 
and-fast rule can be set. The important 
thing is that the choice of action should 
be made only after a full consideration of 
every advantage and disadvantage in seek- 
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ing a review by the Technical Staff prior 
to the issuance of a _ ninety-day letter. 
Regardless. of where the practitioner is 
negotiating for settlement in the Bureau, 
he should not leave the impression that 
he is fearful of litigation. Often heard in 
the Bureau is the expression, “Oh, he al- 
ways settles sooner or later.” Obviously, 
this type of reputation places a practitioner 
at a distinct disadvantage. 


Technical Staff 


The Technical Staff was organized in 
1933 as an independent agency in the office 
of the Commissioner of Internal Revenue. 
The purpose of its organization was to 
assist in clearing up an accumulation of 
docketed cases then pending before the 
Board of Tax Appeals. Today it is the 
appellate agency within the Bureau for 
the determination of income, excess profits, 
estate and gift tax liability. Its work 
relates primarily to those classes of taxes 
over which the Tax Court has jurisdiction. 
The Staff consists of an administrative 
office in Washington and ten field divisions 
containing thirty-seven local offices. The 
larger portion of its work is confined to 
its field organization. The Staff, operating 
through its ten field divisions and its 
additional branches, has the power of final 
decision, with four exceptions, in the settle- 
ment of all income, excess profits, estate 
and gift tax controversies in undocketed 
cases. It has the same power in connection 
with disputes in docketed cases, except 
that settlements in such cases must have 
the concurrence of the division counsel. 
All settlements made by the Technical 
Staff in the undocketed cases are subject 
to post-audit in Washington, but only for 
advisory and coordinating purposes. In 
the absence of fraud, settlements made 
by the Technical Staff are treated by the 
Bureau as final. I know of no case in 
recent years in which a Technical Staff 
settlement was upset in Washington. The 
field divisions of the Staff lack the power 
of making final decisions in four classes 
of cases: (a) overassessments of $75,000 
or more in docketed and undocketed cases; 
(b) offers in compromise; (c) closing 
agreements under Section 3760; and (d) 
insolvency of taxpayers in bankruptcy, re- 
ceivership, etc. 

If in the end, after negotiations in the 
collector’s office, in the revenue agent’s 
office, and in the Technical Staff, no settle- 
ment is consummated in a case which has 
been considered by the Technical Staff 


in the pre-ninety-day status, and a stat- 
utory notice of deficiency is received by 
the taxpayer, two courses are open to him: 
(1) he may appeal to the Tax Court, with 
or without paying the tax asserted in the 
deficiency letter; or (2) he may pay the 
tax asserted in the deficiency letter, file a 
claim for refund, and later litigate his case 
either in the United States District Court 
or in the Court of Claims. 


History of Tax Court 


Section 900 of the Revenue Act of 1924 
provided for the establishment of an in- 
dependent agency in the executive branch 
of the government, known as the “Board 
of Tax Appeals.” Originally there were to 
be seven members, appointed by the Presi- 
dent with the advice and consent of the 
Senate. The members were to be given 
staggered terms of office. Subsequent ap- 
pointments were to have ten-year terms. 
Members could be removed from office by 
the President only for inefficiency, neglect 
of duty or malfeasance in office. 


The Board was empowered, through its 
chairman, to divide itself into divisions, 
each division to hear appeals filed with 
the Board and assigned to it by the chair- 
man. The Board proceedings were to be 
conducted in accordance with rules of 
evidence and procedure to be prescribed 
by the Board. Its findings of facts and 
decisions were to be in writing. If more 
than $10,000 in tax was in controversy, 
the Board was required to submit a writ- 
ten opinion in addition to its findings of 
fact and decision. 


The 1924 Act gave the Board jurisdiction 
of cases in which the Commissioner had 
determined deficiencies in income, estate 
and gift taxes imposed by the Revenue 
Act of 1924, and also of income and excess 
profits taxes imposed by prior acts and 
estate taxes imposed by the 1917 Act. 

The 1924 Act contained no provision for 
judicial review of the Board’s decision. The 
taxpayer, therefore, was compelled to pay 
the tax and resort to filing a claim for 
refund and eventual suit in the courts. 
This was a trial de novo in the federal courts. 

The Revenue Act of 1926 increased the 
membership of the Board to sixteen and 
the term of successor members to twelve 
years. Board opinions were to be written 
when it was deemed advisable, and the 
provision for written opinions where the 
tax in controversy exceeded $10,000 was 
eliminated. The 1926 Act made applicable 


824 September, 1948 @ TAX ES— The Tax Magazine 

















to Board cases the rules of evidence of the 
courts of equity of the District of Columbia. 
This rule is still in force. 

While the 1926 Act, so far as the Board 
was concerned, was amended by subsequent 
acts, it remained the principal source of law 
governing the powers, duties and jurisdic- 
tion of the Board until the enactment of 
the Internal Revenue Code. 


The 1928 Act increased the Board’s juris- 
diction to include income and estate tax 
deficiencies determined under the 1928 Act. 
From 1928 until 1942, there were no signifi- 
cant changes in the Board’s powers and 
jurisdiction. Certain additional types of 
taxes were included in the Board’s. juris- 
diction. In general, each revenue act from 
1928 until 1942 merely extended the Board’s 
jurisdiction to include the particular type 
of income, estate or gift taxes imposed by 
the various acts. 


The Revenue Act of 1932, Section 1101, 
amended the 1926 Act so as to shorten the 
time for an appeal from a Board decision 
from six months to three months. The 
1934 Act (Section 501) extended the time 
for filing a petition to the Board from 
sixty to ninety days from the date of the 
mailing of the statutory deficiency letter. 

Section 504 (a) of the Revenue Act of 
1942 changed the name of the Board of 
Tax Appeals to the “Tax Court of the 
United States,” and the members thereof 
were to be known as the “presiding judge” 
and “judges.” However, Section 504 (b) 
made it clear that no change was made in 
the jurisdiction, powers or duties of the 
new court from those of the old Board, 
or in the membership, the members’ status, 
their term of office, their duties or their 
powers. In other words, there was a change 
in name only. The 1942 Act did contain an 
important change in the qualifications of per- 
sons eligible to practice before the Tax Court. 


Present Tax Court 


Various efforts have been made to define 
the status of the Board of Tax Appeals. 
The United States Supreme Court stated, 
in Old Colony Trust Company v. Commis- 
sioner [1 ustc J 408], 279 U. S. 716 (1929) : 
“The Board of Tax Appeals is not a court. 
It is an éxecutive or administrative board, 
upon the decision of which the parties are 
given an opportunity to base a petition for 
review to the courts after the administra- 
tive inquiry of the board has been had and 
decided.” For a complete discussion of the 
Board’s own ideas as to its powers and 
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functions, see Garden City Feeder Company 
[CCH Dec. 7999], 27 BTA 1132 (1933). 
The Board falls within the classification of 
the administrative tribunals that so often 
overlap the strict boundaries of the separa- 
tion of powers as defined by the Constitu- 
tion. For all practical purposes, the Board 
is a court. There are, of course, a few 
minor exceptions. For example, it éannot 
enforce its own subpoenas. Nevertheless, 
the Board, now the Tax Court, has many 
characteristics of other courts of the judicial 
branch of our government. 


The Ways and Means Committee Report 
on the Revenue Act of 1942 contained the 
following statement concerning the change 
in the name of the Board of Tax Appeals 
to the Tax Court of the United States: 
“This section merely changes the names by 
which the Board of Tax Appeals, its Chair- 
man and its Members are known. No change 
is made in its status. . . . Thus, its status 
as an executive or administrative board is 
unchanged. Old Colony Trust Company vw. 
Commissioner.” 


The presiding judge is authorized by 
statute to divide the court into divisions 
of one or more members. (Code Section 
1103 (c).) As a general rule, the divisions 
consist of a single judge, who hears the 
circuit trials on circuit hearings in various 
parts of the United States. After the trial 
is finished and briefs are filed by the parties, 
the judge prepares his findings of fact and 
opinion. However, Section 1118 (a) of the 
Internal Revenue Code forbids a division of 
the court the right to make decisions in 
cases. When the judge prepares his findings 
of fact and opinion, he delivers them to 
the presiding judge. The presiding judge 
has thirty days within which to direct that 
the findings of fact be reviewed by the 
entire court. If the presiding judge does 
not order the findings of fact and opinion 
reviewed by the entire court, they become 
the findings of fact and opinion of the 
court at the expiration of the thirty-day 
period. If a review is directed, the opinion 
will indicate at its conclusion, “Reviewed 
by the Court.” 


Rules of Practice 


Section 1111 of the Internal Revenue 
Code authorizes the Tax Court to prescribe 
its own rules of practice. The court 
maintains a rules committee, consisting of 
four judges. This committee from time to 
time considers amendments to the rules of 
the court. The Treasury Department, the 
Bureau of Internal Revenue, outside attor- 
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neys and Tax Court judges themselves may 
suggest changes in the rules. When the 
committee feels that an amendment should 
be made, the proposal is referred to the 
whole court for consideration. Many re- 
visions in the court’s rules have been made 
over the years. The rules presently in 
force were promulgated on November 3, 1947. 


In the well-known case of Goldsmith v. 
United States Board of Tax Appeals [1 
ustc J 164], 270 U. S. 117 (1926), the Su- 
preme Court held “that the general words 
by which the board is vested with the 
authority to prescribe the procedure in 
accordance with which its business shall 
be conducted include as part of the pro- 
cedure rules of practice for the admission 
of attorneys.” 


Prior to the 1942 Act, the rules of the 
Board of Tax Appeals prescribed the classes 
of persons entitled to admission to practice. 
There was a general requirement that any 
applicant must be a citizen of the United 
States, must be of good moral character 
and must possess the requisite qualifica- 
tions to represent others. In addition, he 
must be either an attorney or a certified 
public accountant, and must satisfy the 
following additional requirements: (1) at- 
torneys must be admitted to practice before 
the United States Supreme Court or the 
highest court of any state or territory or 
the District of Columbia; (2) certified 
public accountants must be duly qualified 
as such under the laws of any state, ter- 
ritory or the District of Columbia. 


Section 504 of the Revenue Act of 1942, 
which changed the name of the Board, con- 
tained a sentence affecting the court’s rules 
as to the admission of practitioners: “No 
qualified person shall be denied admission 
to practice before said Court because of his 
failure to be a member of any profession 
or calling.” 


The House Ways and Means Committee 
Report on the Revenue Act of 1942 did 
not set forth what it meant by the foregoing 
sentence. Since 1942, the court’s rules have 
been amended to provide, in part, as follows: 


“All applicants, before being admitted to 
practice, must take a written examination 
or examinations given by the Court; pro- 
vided, however, that a current certificate 
from the Clerk of the appropriate court, 
showing that the applicant is an attorney- 
at-law who has been admitted to practice 
before and is a member in good standing 
of the bar of the Supreme Court of the 
United States or of the highest court of 
any State or Territory or of the District 
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of Columbia, may be accepted in lieu of 
examination. The Court, before admitting 
an applicant to practice, may require him to 
take an oral examination in addition to the 
written examination. Any person who has 
thrice failed a written examination given 
by the Court shall not thereafter be eligible 
for admission to practice before the Court.” 
(This rule had no retroactive application.) 


Examinations are given by the court at 
its offices in Washington on the second 
Wednesday in September of each year, and 
at such other times and places as it may 
designate. The rules further provide that an 
applicant for admission by examination must 
be sponsored by at least three persons there- 
tofore enrolled to practice before the court. 


Whether certified public accountants or 
other qualified persons may hereafter be 
admitted to practice before the court, will 
depend largely upon the court’s own at- 
titude. I understand that many persons 
who have taken the court’s examination 
since 1942 have failed to pass. 


The Tax Court itself was unanimous in 
opposing the amendment of Section 504 in 
the Revenue Act of 1942 providing that 
“no qualified person shall be denied permis- 
sion to practice before such Court because 
of his failure to be a member of any profes- 
sion or calling.” In this connection, see 
the letter from the court’s then presiding 
judge, J. E. Murdock, to the chairman of 
the Senate Finance Committee, published 
in the hearings before the Committee on 
Finance on H. R. 7378, Volume II, pages 
2304-2305. 


Members of the accounting profession 
should be alert to the possibility that the 
Tax Court may become more strict in its 
admission of persons other than lawyers. 
The intention of Congress was clear. The 
attitude of the court is likewise clear. 


Petition in Tax Court 


Let us now assume that the tax practi- 
tioner has before him a statutory notice 
of deficiency ninety-day letter) which the 
taxpayer has received by registered mail, 
and has decided to advise his client to appeal 
to the Tax Court rather than to pay the 
tax and seek a refund. 


The practitioner’s first step should be to 
familiarize himself thoroughly with the 
facts and the law in the case. The various 
adjustments set forth in the statutory 
notice should be examined and checked 
against the tax returns of the taxpayer. 
The practitioner should inquire into the 
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statute of limitations upon the assessment 
of the asserted deficiencies or upon the 
filing of claims for refund. Too much 
emphasis cannot be given to the thorough 
preparation of a tax case. Unless the prac- 
titioner knows all the facts in the case, he 
will be handicapped in the preparation of 
his petition to the Tax Court. 


In every tax case it is essential, in addi- 
tion to preparing for a contest with respect 
to the issues raised in the statutory notice 
of deficiency, to search for other points 
which may later be put in controversy either 
on behalf of the taxpayer or on behalf of 
the Bureau. From the standpoint of the 
taxpayer’s case, it is important to look for 
other points, not already in issue, which 
might reduce the deficiency or perhaps pro- 
duce a refund. It is often necessary to go 
behind the tax returns and the report of 
the revenue agent. Many cases have been 
presented to the courts on issues that were 
never mentioned prior to the issuance of 
the statutory notice of deficiency. In other 
words, the case in the Tax Court need not 
be limited to adjustments set forth in the 
ninety-day letter or to the tax return itself. 


Preparation 


Anyone who prepares a petition to the 
Tax Court should have before him a copy 
of the Tax Court’s rules of practice and 
procedure. These rules are simple. They 
set forth even a suggested form for the 
petition. Nevertheless, many cases are de- 
layed or dismissed because of a failure to 
follow the court’s rules. For example, 
Rule 6 (i) requires that a copy of the notice 
of deficiency be attached to the petition 
and to each of the four copies thereof filed 
with the court. In the case of petitions 
based upon the disallowance of refund or 
relief under Code Sections 721 or 722, Rule 
63 requires that copies of the claim or 
application for refund or relief be attached 
to the original and the first copy of the 
petition. It is important that these copies 
be correct. Photostatic copies are better 
than typewritten. If the copy attached is 
not correct, the Commissioner’s answer will 
deny that the petition contains a true copy, 
and the Commissioner’s counsel may even 
move to dismiss the petition because of 
failure to comply with the rules of the court. 

Rule 6 (c) requires a statement of the 
collection district in which the return was 
filed. Failure to include a statement may 
precipitate a motion by the government 
counsel to dismiss the petition inasmuch 
as such fact must be in the record in order 
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to fix jurisdiction of the proper Circuit 
Court in the event of an appeal from the 
Tax Court’s decision. 

The prayer of the petition is highly im- 
portant, particularly where a refund is in- 
volved. If the Tax Court finds that there 
is no deficiency, and further finds that the 
taxpayer has made an overpayment of tax 
for the taxable year involved, the court has 
jurisdiction to determine the amount of 
overpayment. The overpayment will be 
refunded or credited after the decision of 
the court becomes final. However, Code 
Section 322 (d) provides, in effect, that no 
refund determined by the court shall be 
made unless a claim for it is timely filed. 
If the taxpayer relies upon his petition as 
his claim for refund, he must make his claim 
specifically in his petition. If such a claim 
is not made, and the statute of limitations 
on the claiming of a refund runs, it is too 
late to claim the refund in an amended 
petition. ; 


Assignments of Error 


Rule 6 (d) requires that the petition 
contain clear and concise assignments of 
each and every error alleged to have been 
committed by the Commissioner. Mere 
allegations of error in determining the de- 
ficiency or in rejecting a claim for refund 
are insufficient. The assignments of error 
should be directed individually to the spe- 
cific adjustments in the statutory notice or 
to other adjustments which are raised for 
the first time in the petition. A proper 
order of presentation of the contested items 
would be to enumerate separately (1) the 
various items which have been erroneously 
included in income, (2) the deductions 
which have been disallowed in the statutory 
notice, and (3) any adjustments claimed by 
the petitioner which were not reflected in 
the statutory notice and which in effect 
have been denied by the Commissioner. 
Where the amounts of carry-overs or carry- 
backs are involved, errors should be sepa- 
rately assigned to the failure to determine 
and allow the carry-overs and carry-backs. 


Allegations of Fact 


In allegations of fact, certain fundamental 
rules should be observed. The petition 
should contain facts sufficient to support 
each assignment of error, that is, to show 
that the petitioner has a cause of action 
on each contested adjustment. The peti- 
tioner should not allege his proof or 
evidence. In addition, the following pre- 
cautions should be considered: 
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(1) Long, involved sentences should be 
avoided. The facts should be broken down 
into as many separate paragraphs as are 
feasible. The advantage here is that the 
Commissioner’s counsel may deny many 
facts which he would otherwise admit if 
they are commingled with other allegations 
which he denies. 


(2) Statements of fact should not be 
phrased in argumentative form; otherwise, 
the Commissioner’s counsel will be forced 
to enter a general denial to the whole 
paragraph in which the statement appears. 


(3) As in the case of assignments of 
error, the factual allegations relating to 
specific errors should be grouped under 
subheadings which tie in with the assign- 
ments of error. 


It is important that the proper taxpayer 
file the petition in the Tax Court. Code 
Section 272 (a) provides that the notice of 
deficiency is to be sent “to the taxpayer,” 
and that within ninety days “the taxpayer” 
may appeal to the Tax Court. Decisions 
of the Tax Court have settled several ques- 
tions which have arisen under Section 272 
(a). If a deficiency is asserted against an 
estate as a taxpayer, the proper person to 
appeal is the executor or administrator. 
(Estate of Charles Dillon [CCH Dec. 1351], 
3 BTA 1139 (1926).) If the deficiency no- 
tice relates to a taxable year prior to the 
death of a decedent, and the taxpayer has 
died prior to the issuance of the notice, the 
proper personal representative should file 
the appeal. (Edwin W. Etsendrath et al. 
{CCH Dec. 8169], 28 BTA 744 (1933).) If 
the taxpayer has died after the issuance of 
the deficiency notice but before taking an 
appeal, the personal representative should 
appeal. (Earle C. Emery et al. [CCH Dec. 
3122], 9 BTA 328 (1927).) 


If a husband and wife have filed a joint 
return, the Commissioner is authorized to 
issue a single joint notice of deficiency. If 
deficiencies against both husband and wife 
are asserted, joint or separate appeals would 
seem to be proper. A partnership is not 
a taxable entity, and appeals should be 
taken in the names of individual partners. 
(Taylor Brothers [CCH Dec. 3257], 9 BTA 
877 (1927).) Dissolved corporations pre- 
sent a special problem. If the local law 
keeps a corporation in existence for a period 
of time for the purpose of winding up its 
affairs, the corporation should appeal dur- 
ing this period. (Olean Sand & Gravel 
Corporation [CCH Dec. 7213], 24 BTA 324 
(1931).) However, if the notice is sent 
after the expiration of the corporation’s 


existence, the court has no jurisdiction of 
an appeal in the corporation name. (Lincoln 
Tank Company [CCH Dec. 5914], 19 BTA 
310 (1930).) A stockholder of a dissolved 
corporation has no authority to appeal on 
behalf of the corporation. (Coca-Cola Bot- 
tlng Company [CCH Dec. 6783], 22 BTA 
686 (1931).) 


Tax Court Hearing 


Tax Court cases are heard either in Wash- 
ington or in some city near the taxpayer’s 
residence. When a petition is filed, the 
petitioner should file with it (but as a sepa- 
rate document) a request showing the place 
where he prefers the hearing to be held. 
The Commissioner files a similar request 
when he files his answer. The court then 
sets the place for the hearing, with due 
regard to any request properly filed, and 
with the idea of causing the taxpayer as 
little inconvenience and expense as possible. 


In due course the parties are notified 
that the case is set for hearing at a particu- 
lar time and place. Rule 27 of the Tax 
Court’s rules requires that the clerk give the 
parties not less than fifteen days’ advance 
notice of the time and place of hearing. 
Such notices are usually received thirty to 
sixty days in advance, and are accompanied 
by a mimeographed list of all the cases to 
be called on that particular calendar. 


If for any reason the taxpayer desires a 
continuance, he should file a motion for it 
as soon as possible. An endorsement of 
“No objection” by counsel for the Commis- 
sioner should be secured if possible. The 
court is reluctant to grant continuances 
unless requested by counsel for both sides, 
and even then grants them only for sound 
reasons. 

The Commissioner’s determination of a 
deficiency is prima facie correct, and the 
burden of proof is upon the taxpayer. This 
is merely the kind of burden that any 
party usually carries in judicial proceedings. 
In certain exceptions the burden of proof 
is on the Commissioner. These exceptions 
are (1) to establish fraud with intent to 
evade taxes, (2) to establish transferee lia- 
bility (but not to prove that the transferor 
was liable for the tax asserted), and (3) to 
establish facts with respect to any new 
matter pleaded in the answer. Such facts 
usually are pleaded in support of an in- 
creased deficiency or with respect to an 
affirmative defense such as estoppel. 


The Tax Court does not consider the 
record made before the Bureau. The trial 
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is de novo, and the Tax Court’s decision 
is on the new record made before it, as in 
any other court proceeding. 


The parties should confer prior to the 
hearing and stipulate all facts which are 
possible of stipulation. In no other tribunal 
are sO many stipulations of fact filed. The 
advantages of stipulating facts are obvious. 
It conserves the time of the court and 
saves the expense of producing witnesses 
in court. It reduces the size and cost of 
the transcript of the Tax Court hearing 
and of the record on appeal. If the tax- 
payer’s counsel determines that no settle- 
ment ‘of the case is possible, he should 
communicate with counsel for the Commis- 
sioner and°commence the preparation of a 
stipulation of facts. Certain rules should 
be followed here. A draft of a stipulation 
which tends to stipulate the government 
counsel out of court should not be sub- 
mitted to him. The facts should not be 
colored favorably to the taxpayer’s point of 
view. For example, documents speak for 
themselves, and the government attorneys 
will not permit the taxpayer’s counsel to 
write into a stipulation his own interpreta- 
tion of such documents. Stipulations should 
be drawn so as to contain direct and un- 
colored statements of the material facts. 


If none of the facts is stipulated, or if 
the stipulation of facts is partial, the usual 
method of proof, of course, is oral examina- 
tion and cross-examination of witnesses in 
court. It is sometimes advisable to supple- 
ment the stipulation by oral testimony in 
cases which might be completely submitted 
on a stipulation of facts. In this manner 
it is possible to lend the case color which 
could not be gained by a stipulation of 
facts. The actual trial in the Tax Court is 
not materially different from a trial in any 
other court. The important thing here is 
to establish, through a stipulation or com- 
petent and trustworthy proof, every fact 
necessary to win the case. 


When the case is called for hearing, the 
judge usually requests opening statements 
from counsel for the parties. In these 
opening statements the issues are outlined. 
A brief statement of the facts and of the 
principles of law which the parties contend 
should govern follows. Oral argument at 
the conclusion of the hearing is seldom 
permitted. When the proof is closed, the 
judge fixes the dates on which the parties 
must file briefs. The form of the briefs is 
prescribed in the Tax Court’s rules; all the 
rules applicable to brief-writing generally 
apply to Tax Court briefs. 
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Appeals to Circuit Courts 


Either the Commissioner or the taxpayer, 
as a matter of right, may obtain a review 
of a Tax Court decision by the proper Cir- 
cuit Court of Appeals. 

If the Commissioner is the losing party, 
the attorney who tried the case in the field 
forwards his recommendation to the Chief 
Counsel of the Bureau in Washington. This 
is a one-page memorandum known as an 
“Action on Decision,” wherein the attorney 
recommends for or against appeal of one or 
more issues decided by the Tax Court. If 
the Chief Counsel’s Office, upon review of 
the “Action on Decision,’ decides not to 
recommend an appeal, the matter is ended 
and the decision of the Tax Court will 
become final. If, however, the Chief Coun- 
sel decides that an appeal should be taken, 
he forwards his recommendation to the 
Department of Justice, where it is referred 
to an attorney in the Appeals Section of the 
Tax Division of that department. He re- 
views the recommendation and passes it on 
to the Assistant Attorney General and to 
the Solicitor General, who makes the final 
decision. The recommendation of the Bu- 
reau carries weight in the matter of an 
appeal, but is not binding on the Depart- 
ment of Justice. 


Time for Appeal 


An appeal from a decision of the Tax 
Court must be filed within three months 
after the entry of the Tax Court’s decision. 
The decision which starts this period run- 
ning is the Tax Court’s order specifying the 
amount of the deficiency, not its findings 
of fact and opinion. Some Tax Court cases 
are such that when it passes upon the issue 
or issues presented, the amount of the 
deficiency or the nonexistence of a deficiency 
automatically follows. Under these cir- 
cumstances the court, immediately upon 
promulgating its findings of fact and opin- 
ion, issues a short order specifying the 
amount of the deficiency or the taxpayer’s 
nonliability for a deficiency. This order 
starts the running of the period for appeal 
to the Circuit Court of Appeals. Where 
the case is such that a mathematical cal- 
culation is necessary in order to determine 
the amount of the deficiency, the Tax 
Court’s findings of fact and opinion will 
end with the statement, “Decision will be 
entered under Rule 50.” This means that 
the taxpayer and the Office of the Chief 
Counsel of the Bureau must submit calcula- 
tions showing the amount of the deficiency 
determined pursuant to the Tax Court’s 
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findings of fact and opinion. This is often 
done by agreement of the parties. If the 
parties are unable to agree, each submits 
its own calculation and the court sets the 
matter down for argument in Washington 
on a specified Wednesday morning at ten 
o'clock, on what is known as the court’s 
“motion calendar.” There the parties make 
their contentions as to the method of cal- 
culation under the court’s findings of fact 
and opinion, and the matter is settled, 
usually by the judge who heard the case in 
the first instance. Thereafter, the court will 
issue its final order, which starts the three- 
month period for appeal to the Circuit 
Court of Appeals. 

The law contains no provision for a 
suspension of the time for appeal where 
motion to vacate, reopen or rehear the case 
has been filed in the Tax Court. Such 
motions are often filed, but few are granted. 
It has been held that such a motion sus- 
pends the time for appeal, and that the 
time does not begin to run anew until final 
disposition of the motion. (Burnet v. Lex- 
ington Ice & Coal Company [3 ustc { 1036], 
62 F. (2d) 906 CCA-4, 1933); Griffiths v. 
Commissioner, [2 ustc 766], 50 F. (2d) 
782 (CCA-7, 1931).) 


Venue 


The appeal must be taken to the Circuit 
Court of Appeals for the Circuit in which 
is located the collector’s office where the 
taxpayer’s return was filed, or, if no return 
was filed, to the United States Court of 
Appeals for the District of Columbia. The 
taxpayer and the Commissioner may agree 
in writing that some other Circuit Court or 
the Court of Appeals for the District of 
Columbia may hear the case, and this agree- 
ment will be recognized by the courts. 


If the taxpayer wishes to stay the assess- 
ment and collection of the tax while an 
appeal is pending, he must file with the Tax 
Court a bond for a sum not exceeding 
double the amount of the deficiency. This 
bond, which must be furnished by a surety 
company which has been approved by the 
Treasury Department, must be filed at or 
prior to the filing of the petition for review. 


Rules for Review 


Each appellate court, by virtue of Section 
1141 (c) (2) of the Internal Revenue Code, 
is given authority to adopt rules applicable 
to the review of Tax Court decisions. Prior 
to the adoption of the new Rules of Civil 
Procedure, the rules of the several Circuit 





Courts of Appeals were fairly uniform. 
After the adoption of the new rules, the 
Jurisdictional Conference of Senior Circuit 
Judges directed that a study be made with 
the object of securing uniformity between 
appeals from District Court judgments and 
appeals from administrative agencies. A 
committee representing the Department of 
Justice, the then Board of Tax Appeals and 
the American Bar Association, submitted a 
draft of rules which it recommended for 
adoption by the several Circuit Courts of 
Appeals. Very few of the Circuit Courts, 
however, have as yet adopted the proposed 
rules. It is not safe to take a single step 
towards an appeal without consulting the 
rules of the particular Circuit Court to 
which the appeal is taken. 


Record on Review 


The preparation and filing of the record 
on review is governed by the provisions 
of Rules 75 and 76 of the Federal Rules of 
Civil Procedure. Promptly after the appeal 
is filed in the Tax Court, the petitioner 
must file and serve a designation of the 
portions of the record on appeal which he 
desires to be sent to the Circuit Court of 
Appeals. If the entire record is not desig- 
nated for inclusion, the petitioner must also 
serve with his designation a concise state- 
ment of points to be raised on appeal. 
Conversely, if the entire record is taken up, 
no statement of points is necessary. 


In all matters relating to the preparation 
of records, the Commissioner is represented 
by a small group of attorneys in the Appeals 
Division of the Chief Counsel’s Office in 
Washington. Papers may be served by 
mail. Conferences may be had with the 
attorney in the Chief Counsel’s Office who 
attends to the preparation of the record on 
behalf of the Commissioner. 


The record must be filed in the Circuit 
Court of Appeals within forty days after 
the filing of the petition for review. The 
clerk of the Tax Court, on his own motion, 
may extend that time to a date not in 
excess of ninety days from the filing of the 
appeal. This is often done when the clerk 
needs more than forty days for preparation 
of the record. 


After the record is certified to the Circuit 
Court of Appeals, the appellant, within 
thirty days after the record is filed in the 
Circuit Court, must file twenty copies of 
a printed brief. The appellee thereafter has 
twenty days for filing his brief. Either party 
may file and serve a reply brief at least one 
day before the oral argument. No other 
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briefs may be filed without special leave of 
the court. 


Circuit Court Jurisdiction 


The Circuit Courts have the power to 
confirm or, if the decision of the Tax Court 
is not in accordance with the law, to modify 
or reverse the decision, with or without 
remanding the case for a rehearing. If the 
issue is purely one of fact, the court cannot 
reverse the Tax Court’s findings if they 
are supported by any substantial evidence. 
Thus, the appellate court may not weigh 
the evidence or determine the credibility of 
witnesses. The now well-known case of 
Dobson v. Commissioner [44-1 ustc J 9108], 
320 U. S. 489 (1943), laid down the general 
rule that the decisions of the Tax Court 
can be reversed only if the reviewing court 
can identify a clear-cut mistake of law. 
The Supreme Court’s purposes apparently 
were to ease the burden of review of tax 
litigation, to produce uniformity of deci- 
sion, and to retain, wherever possible, the 
benefits of the Tax Court’s expertness. 
Questions of law include both selection of 
a controlling principle in a given case; 
whether it be statutorily or judicially stated, 
and the interpretation of statutory provi- 
sions. (Bingham Will v. Commissioner [45-2 
ustc J 9327], 325 U. S. 365 (1945).) The 
Treasury has recently recommended to Con- 
gress an amendment to abolish the Dobson 
rule; and since so many practitioners are 
clamoring for the abolition of this rule, Con- 
gress probably will approve the amendment. 

Comparatively few tax cases reach the 
Supreme Court. Certiorari will be granted 
where there is a direct conflict of Circuit 
decisions or where the case involves a ques- 
tion of outstanding importance in the ad- 
ministration of the revenue laws. 


Claims for Refund 


It has been pointed out heretofore that 
rather than appeal to the Tax Court, a 
taxpayer may choose to pay an asserted 
tax and seek a refund. Under this alternative 
he files a claim for refund and, upon its 
rejection, files suit in the Court of Claims 
or in a United States District Court. In 
determining whether to go to the Tax 
Court, to the District Court or to the 
Court of Claims, there is really only one 
general factor for a taxpayer to consider— 
the judgment of counsel as to the most 
likely forum for a success. There are cer- 
tain advantages in paying the tax and later 
claiming a refund: 
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(1) Interest stops running against the 
taxpayer within thirty days after he has 
signed a waiver authorizing the assess- 
ment and collection of the deficiency. Ifa 
refund is later recovered, the taxpayer will 
receive six per cent interest from the date 
of payment of the tax. 


(2) The risk of an increased deficiency is 
minimized. If a claim for refund is not 
filed until the statute has run on the 
Commissioner’s right to assess additional 
taxes, the risk of the later assertion of an 
additional tax is eliminated. The filing of 
a claim operates to open the entire taxable 
year for reconsideration, and the Commis- 
sioner may raise other points as an offset 
against the refund even though the statute of 
limitations has run against the government. 


(3) In some instances it might be ad- 
visable to try the case before the local 
District Court or the Court of Claims 
rather than before the Tax Court. For 
example, if the suit is against the collector, 
the taxpayer is entitled to a jury trial in 
the District Court. Sometimes counsel 
may conclude from the nature of the case 
that he would prefer the practical judgment 
of a District Court judge or a jury to the 
more expert technical judgment of a judge 
of the Tax Court. Again, a District Court 
will render a decision more promptly, some- 
times from the bench. 


(4) The Circuit Courts have greater 
freedom of review in cases from the District 
Courts than in Tax Court decisions; the 
Dobson rule may not apply to District 
Court decisions. 

But there are disadvantages, 
which are the following: 


(1) Psychologically, it is often easier to 
defend a case against an asserted deficiency 
than to seek a refund of an overpayment. 
It is frequently more difficult to convince 
the Bureau or the courts to allow a refund 
than to convince them to decrease or elimi- 
nate a proposed deficiency. 


(2) The right of appeal to the Tax Court 
is forfeited if the tax is paid before taking 
the case to the Tax Court. The Tax 
Court has jurisdiction only with respect to 
a petition for redetermination of a de- 
ficiency. Once having acquired jurisdiction 
over a case, the Tax Court retains juris- 
diction. And the Tax Court may determine 
that a refund is due if the appeal is from 
a deficiency and the taxpayer is found to be 
entitled to a refund of the same type of tax 
for the same year. 


(3) Payment of the tax before the issues 
are litigated may be a hardship in certain 
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instances, particularly where the deficiency 
is grossly overstated. 


(4) There are likely to be more procedural 
problems on a claim and suit for refund 
than on an appeal to the Tax Court. 


Filing of Claims 


Section 3770(a) (1) of the Internal Reve- 
nue Code authorizes the Commissioner to 
refund all income, war profits, excess pro- 
fits, estate and gift taxes and penalties 
erroneously or illegally assessed or collec- 
ted. Claims for refund must be filed with- 
in periods specifically prescribed by statute. 
For income taxes, the time is three years 
from the date of filing of the return or 
two years from the date of payment of 
the tax, whichever period expires later. 
(Code Section 322(b) (1).) For estate and 
gift taxes, the time is three years after the 
payment of the tax. (Code Sections 910 
and 1027.) If the taxpayer and the Com- 
missioner have entered into an agreement 
extending the period for assessing and 
collecting a tax, a claim may be filed with- 
in the period of such extension and six 
months thereafter. There are exceptions, 
such as claims involving the deductibility 
of bad debts or losses from worthlessness 
of securities, for which the limitations period 
is seven months, and claims involving over- 
payments due to net operating loss carry- 
backs or unused excess profits credit 
carry-backs, for which the limitations 
period ends with the expiration of the 
fifteenth day of the thirty-ninth month 
following the end of the taxable year in 
which the loss or unused excess profits 
credit originated. 


Claims are filed with the collector for 
the district within which the taxpayer 
resides. 


The Bureau procedure in handling claims 
for refund is similar to that in proposed 
deficiency cases. The claims are investigated 
and opportunities for protest and confer- 
ence are available. If the claim is settled 
in the office of the internal revenue agent 
in charge, the settlement is subject to post- 
audit in Washington, and may be upset. If 
the claim is settled in the Technical Staff, 
the settlement is reviewed in Washington 
only if the proposed overassessment exceeds 
$75,000. All overassessments exceeding 
$75,000, regardless of source, are referred 
to the Review Division of the Chief Coun- 
sel’s Office in Washington, where a close 
examination of the settlement is made. 
Conferences may be had in Washington. 
If the overassessment exceeds $75,000, it 


must be reviewed by the Joint Committee 
on Internal Revenue Taxation (Code Sec- 
tion 3777(a) ), a Congressional committee 
independent of the Bureau. 


Preparation of Refund Claim 


The preparation of a claim for refund 
is one of the most important procedural 
matters with which the tax practitioner is 
confronted. No refund is allowable unless 
a timely claim has been filed. (See Code 
Section 3772 (a).) 


The Regulations provide generally that 
claims for refund shall set forth fully the 
grounds and facts upon which the claimant 
relies. The requirements of the statute and 
of the Regulations are simple but impor- 
tant, and should be carefully followed. The 
regulations provide: “The claim must set 
forth in detail and under oath each ground 
upon which a refund is claimed, and facts 
sufficient to appraise the Commissioner of 
the exact basis thereof.” See Section 
29.322-3 of Regulations 111, covering re- 
funds of income taxes. Similar provisions 
are in the regulations covering the refund 
of estate and gift taxes. 


Anyone who takes lightly the require- 
ments for a good and sufficient claim for 
refund should read Judge Learned Hand’s 
dictum in the Angelus Milling Company 
case [44-2 ustc 9399], 144 F. (2d) 469 
(CCA-2, 1944): 

“A taxpayer who files a claim which 
does not conform with the statute, takes 
his chances that in the end the Commis- 
sioner may reject it, no matter how com- 
plaisant he may appear to be ... It 
makes no difference to the taxpayer what 
was his mistake; in either case he awakes to 
learn that it is never safe to put his trust 
in officials The result is often 
extremely harsh, as this case shows; but 
he who deals with the Government must 
dot his i’s and cross his t’s; and if he 
assumes that he may rely upon ordinary 
rules which apply as between individuals, 
he is doomed to disappointment.” 


Justice Frankfurter, in the Angelus Mill- 
ing Company case [45-1 ustc § 9310], 325 
U. S. 293 (1945), said: 


“Since . . . the tight net which the 
Treasury Regulations fashion is for the pro- 
tection of the revenue, courts should not 
unduly help disobedient refund claimants 
to slip though it. The showing should be 
unmistakable that the Commissioner has in 
fact seen fit to dispense with his formal 
requirements and to examine the merits of 
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the claim. It is not enough that in some 
round-about way the facts supporting the 
claim may have reached him. The Com- 
missioner’s attention should have been fo- 
cussed on the merits of the particular 
dispute. The evidence should be clear that 
the Commissioner understood the specific 
claim that was made even though there 
was a departure from form in its sub- 
mission.” 


The grounds stated in the claim limit 
the scope of the suit brought upon rejec- 
tion of the claim. No suit can be main- 
tained upon a ground not stated in the 
claim for refund. (Real Estate-Land Title 
& Trust Company v. U. S. [40-1 ustc J 9184], 
309 U. S. 13 (1940).) And it is impor- 
tant that all of the facts relied tppon in 
the suit be stated in the claim if there is 
a variance in the grounds. In A. M, Campau 
Realty Company v. U. S. [47-1 ustc J 9124], 
69 F. Supp. 133 (1947), the Court of Claims 
stated, in connection with such a ruling: 
“We confess that we think this rule holds 
the taxpayer to quite strict an account in 
preparing its claims for refund, but we 
have no option but to follow it.” 


Therefore, care must be taken to state 
every possible ground upon which the tax- 
payer may conceivably rely in a later suit. 
This should be done even though it is 
necessary to state alternative and inconsis- 
tent grounds. (See U. S. v. Kales [41-2 
ustc J 9785], 314 U. S. 186 (1941).) The 
facts in a claim for refund are stated for 
the purpose of supporting the grounds as- 
serted for the refund. 


In the leading case of Samara v. U. S. 
[42-2 ustc J 9584], 129 F. (2d) 594 (CCA-2 
1942), cert. den. 317 U. S. 686 (1942), 
involving a suit for refund of Agricultural 
Adjustment Act taxes, for which the regu- 
lations were somewhat more strict than 
those relating to income, estate and gift 
taxes, the court reasoned that a claim is 
required in order to permit the Commis- 
sioner to determine whether a refund should 
be made without litigation. This purpose, 
the court said, is not fully served unless 
all the facts relied upon by the taxpayer 
are stated in the claim. Therefore, the 
conclusion was reached that no facts not 
contained in the claim may be introduced 
at the trial: 

“The court proceeding is intended only 
as a review of the Commissioner’s decision. 
Hence new grounds or facts in support of 
the claim should be submitted to the Com- 
missioner by a timely amendment to the 
claim for refund New facts which 
the Commissioner has had no opportunity 
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to pass upon cannot, in our opinion, be 
adduced at the trial. This is not to say 
that the taxpayer cannot get a fresh decision 
on any disputed fact which was submitted 
—he may call the witnesses whose state- 
ments he set forth in his claim for refund 
—but he cannot use facts which he failed 
to disclose; that is he must not withhold 
part of his ammunition until the trial.” 


The statute granting refunds of AAA 
taxes requires that the taxpayer must es- 
tablish the extent to which the tax burden 
was borne. We have in this case, therefore, 
something more than a mere setting forth 
of the facts and grounds relied upon in 
support of the refund claim. Nevertheless, 
decisions such as those in the Angelus Mill- 
ing Company and Samara cases, have made 
the proper preparation of refund claims 
highly important. Some courts have agreed 
with these cases in ordinary refund claims; 
others have held that at the trial a tax- 
payer will not be limited to facts contained 
in the claim for refund if the claim involves 
income, estate and gift taxes. 


If, after filing a claim for refund, new 
facts or grounds come to the taxpayer’s 
attention, an amended claim should be 
filed immediately. Two dates are impor- 
tant in the amendment of claims: (1) the 
date when the period of limitations on 
filing claims expires, and (2) the date when 
the Commissioner takes final action in 
allowing or disallowing the claim. All 
amendments are permitted prior to the 
expiration of either of these dates. Once 
the Commissioner has finally acted on the 
claim, whether allowed or disallowed, no 
amendments may be made. Amendments 
submitted before that date, but after the 
expiration of the period of filing claims, 
are subject to more complex rules. A 
claim submitted on a specific ground can- 
not be amended to add new and different 
grounds after the period of limitations 
has expired. (U. S. v. Andrews [38-1 
ustc J 9020], 302 U. S. 517 (1938).) Amend- 
ments merely submitting more details in 
support of the grounds contained in the 
original claim are proper, even though the 
statute of limitations has run, if the claim has 
not been acted upon by the Commissioner. 
(U. S. v. Richards [35-2 ustc $9608], 79 
F. (2d) 797 (CCA-6, 1935); cert. den. 297 
U. S. 718 (1936).) Amendments which 
contain facts and grounds closely related 
to those in the original claim are permitted. 
In determining whether the required rela- 
tionship exists, the test is this: “Where 
the facts upon which the amendment is 
based would necessarily have been ascer- 
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tained by the Commissioner in determining 
the merits of the original claim, the amend- 
ment is proper.” (Pink v. U. S. [39-1 
ustc J 9519], 105 F. (2d) 183 (CCA-2, 1939). 


As heretofore indicated, it seems clear 
that an amendment making a claim specific 
will be recognized if it is received and 
acted upon by the Commissioner, although 
it is received after the expiration of the 
period of limitations for filing an original 
claim. (U.S. v. Memphis Cotton Oil Com- 
pany [3 ustc J 1025], 288 U. S. 62 (1933).) 


No time should be spared, therefore, in 
setting forth fully and completely all the 
facts and grounds in the claim for refund. 
The claim should, in the language of the 
Angelus Milling Company case, “focus” the 
Commissioner’s attention on the merits of 
the item in dispute. And, in the language 
in the Samara case, the taxpayer should 
not attempt to withhold a part of his am- 
munition until the trial. 


Jurisdiction in Refund Suits 


Taxes which have been erroneously col- 
lected may be recovered by one of three 
kinds of action: (1) a suit in the District 
Court against the collector who received 
the money, (2) a suit in the District Court 
against the United States, or (3) a suit 
in the Court of Claims against the United 
States. 


In determining which type of suit to 
institute, the taxpayer is confronted with 
certain artificial rules affecting both juris- 
diction and venue. It is essential that 
these rules be clearly understood before a 
suit is commenced, for a mistake may be 
disastrous. 


Suits Against Collector 


From an early date the right of the 
taxpayer to sue a collector for the refund 
of taxes paid to that collector has been 
recognized. Where a suit against a collec- 
tor is proper, there is no jurisdictional 
limit to the amount that may be placed 
in controversy. The suit may be for one 
dollar or for a million dollars. Such suits 
have a peculiar status under the law. The 
right to sue a collector is a common-law 
right. (U. S. v. Emery, Bird, Thayer Realty 
Company, 237 U. S. 28 (1915).) It is 
purely personal in its nature (Sage v, U. S. 
[1927 CCH 7184], 250 U. S. 33 (1919)), 
and is in no sense an action against the 
collector in his official capacity as a repre- 
sentative of the United States. Being a 
personal action, it survives against the 
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representatives of a deceased collector. 
(Patton v. Brady, 184 U. S. 608 (1902).) 
It does not survive against his successor 
in office. (Smietanka v. Indiana Steel Com- 
pany [1 ustc $53], 257 U. S. 1 (1921).) 
The basis of a suit against the collector is 
predicated solely upon the theory that the 
collector acted as an agent in the subject 
matter of the suit. (Levy-v. Wardell [1 
ustc J 63], 258 U. S. 542 (1922).) 

Certain unusual legal results have fol- 
lowed from the personal nature of the 
action against the collector. Thus, in 1932 
the Supreme Court held that a final judg- 
ment in a suit brought by a _ taxpayer 
against a collector for one year is not res 
adjudicata in a subsequent proceeding in- 
volving-the same issue for another year 
against the Commissioner or the United 
States. (Bankers Pocahontas Coal Company 
v. Burnet [3 ustc 7998], 287 U. S. 308 
(1932).) Conversely, a year later the Court 
held that the final judgment in a suit 
against the United States or the Com- 
missioner is res adjudicata in a subsequent 
suit against a collector. (Tait v. Western 
Maryland Railway Company [3 ustc { 1109], 
289 U. S. 620 (1933).) By Section 503 of 
the Revenue Act of 1942, Congress nullified 
the effect of these decisions by providing 
specifically that a suit against the collector 
or former collector, or against his personal 
representatives, is to be treated as if the 
United States had been.a party defendant, 
for the purpose of applying the doctrine 
of res adjudicata. 

The Secretary of the Treasury has recom- 
mended to the Judiciary Committee of 
the Senate that suits against collectors 
be abolished. The American Bar Associ- 
ation has consistently opposed such legis- 
lation. The only tax suit in which the 
taxpayer has the right to trial by jury is 
a suit against the collector, and the Ameri- 
can Bar Association has been diligent in 
attempting to preserve this right. Congress 
has not yet seen fit to follow the Treasury’s 
recommendation. 


Suits Against U. S. 


It is a well-established rule that the 
United States cannot be sued without its 
consent. Before the United States can be 
sued, therefore, there must be an express 
statutory authorization of the suit. Since 
the original Court of Claims Act of Febru- 
ary 24, 1855, Congress has gradually ex- 
tended the right of a citizen to sue the 
United States. By what is commonly 
known as the Tucker Act of March 3, 
1887, 24 Statutes 505, the jurisdiction of 
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the Court of Claims was specifically de- 
fined, and jurisdiction concurrent with that 
of the Court of Claims was given to the 
District Courts where the amount of the 
claim did not exceed $1,008. In 1911, juris- 
diction was extended to the District Courts 
concurrent with that of the Court of Claims 
in suits not exceeding $10,000. By Sec- 
tion 1310(2) of the Revenue Act of 1921, 
42 Statutes 311, the jurisdiction of the 
District Courts concurrent with that of the 
Court of Claims was specifically extended 
to cover suits for the refund of taxes in 
excess of $10,000 where the Collector to 
whom the tax was paid was dead at the 
time of the commencement of the action. 
By the Act of February 24, 1925, 43 Stat- 
utes 972, the jurisdiction of the District 
Courts was further extended to cover suits 
for the refund of taxes in any amount where 
the collector was dead or not in office at 
the time of the commencement of the suit. 
The statute in its present form (Title 28, 
USC, Section 41, paragraph 20) provides 
specifically that suits brought directly 
against the United States are to be tried 
by the court without a jury. 


Suits brought against the United States 
in the District Courts must be brought in 
the district where the plaintiff resides. 
(Title 28, USC, Section 763.) This is an 
important provision. A corporation is held 
to be a resident of the state of its creation. 
A suit against a collector must be insti- 
tuted in the District Court for the district 
wherein the taxpayer “is an inhabitant.” 
(Title 28, USC, Section 112.) 


The Court of Claims derives its juris- 
diction of tax cases by virtue of Title 28, 
USC, Section 250, which confers power 
to hear and determine all claims—except 
pension claims—against the United States, 
which are founded upon the Constitution 
or upon any law of Congress. (See Christie- 
Street Commission Company v. U. S., 136 
F. 326 (CCA-8, 1905).) There is no limita- 
tion upon the amount of tax which may 
be placed in controversy in the Court of 
Claims. There is no problem of venue be- 
cause all such suits must, of course, be 
instituted in Washington. There is no 
right to trial by jury. The actual trial in 
a Court of Claims case is conducted before 
a Commissioner of the court, who usually 
hears the evidence at a point convenient 
for the taxpayer. 


Statutory Period 


Under Code Section 3772(a) (2), there 
are two parts to the statute of limitations 
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for the commencement of suit: (1) no 
suit may be commenced within six months 
from the date of filing the claim unless 
the Commissioner disallows the claim by 
registered letter within that time, and (2) 
suit must be commenced within two years 
after the mailing of a notice of disallow- 
ance by registered letter, 


Frequently, the Commissioner has re- 
considered a claim after it has been rejected 
by registered letter. Several decisions held 
that a bona fide reconsideration of a claim 
on its merits operated to suspend the stat- 
ute of limitations, and that the two-year 
period did not begin until after the Com- 
missioner had taken final action. In 1936, 
Congress nullified these decisions, and pro- 
vided specifically that any reconsideration 
by the Commissioner after he has mailed 
a notice of disallowance does not operate 
to extend the time for filing suit. (Code 
Section 3772(a) (3).) Under the law as it 
now stands, suit may be commenced im- 
mediately after the expiration of six months 
from the date of filing a refund claim. 
This six-month period is obviously to give 
the Commissioner some time within which 
to consider the claim, and thus to avoid 
litigation. If a suit is commenced after 
the expiration of six months but before 
disallowance of the claim, it is necessary 
merely to allege the filing of the claim 
and the expiration of the six-month period. 
If the statutory disallowance notice is 
awaited before commencing suit, the suit 
must be commenced within two years from 
the date of the notice, not from the 
receipt of the notice. This hard-and-fast 
rule has one important exception: Section 
3774(b) (2) of the Internal Revenue Code 
authorizes the Commissioner and the tax- 
payer to agree in writing to suspend the 
running of the statute of limitations for 
filing suit from the date of the agreement 
to the date of the final decision in one 
or more named cases then pending before 
the Tax Court or other federal court. In 
appropriate cases such extension agreements 
may be easily and promptly obtained. The 
agreement is to be made on Form 907, 
which may be secured from the collector. 
After the form is filled out in duplicate 
and executed by the taxpayer, it should be 
mailed to the Commissioner in Washington. 
It is then turned over to an employee whose 
duty it is to check the rather simple facts 
and have it executed by the Commissioner. 
In the absence of such an agreement, the 
rules for the commencement of suits are 
strict, and are not relaxed. No taxpayer 
should be lulled into a delay in bringing 
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his suit because his claim is still under 
consideration by the Commissioner. 


Practice in District Courts 


The rules for suits in the District Courts, 
whether against a collector or directly 
against the United States, are governed 
by the Rules of Civil Procedure. 


When the complaint is filed, it is served 
upon the United States Attorney and a 
copy is forwarded by registered mail to 
the Attorney General in Washington. A 
copy of the complaint is immediately for- 
warded to the Office of the Chief Counsel 
of the Bureau in Washington, where it is 
assigned to an attorney in the Civil Division 
of that office. This attorney prepares a 
comprehensive memorandum on the ‘case, 
covering both the facts and the law. This 
memorandum, together with the Bureau 
file, is transmitted to the Department of 
Justice. The government’s answer is then 
prepared by an attorney in the Department 
of Justice. 

The Department of Justice has the power 
to compromise and settle the case immedi- 
ately upon its receipt in that department. 
(Code Section 3761.) If the taxpayer has 
a proposal for settlement, he may submit it 
in a letter directed to the Department of 
Justice. The proposal is referred to the 
Chief Counsel of the Bureau for the re- 
commendation of his office. In some cases 
the recommendation of the United States 
District Attorney is secured. If he chooses,: 
the taxpayer may have an informal con- 
ference with the Department of Justice. 

When a court case is settled by the tax- 
payer and the Department of Justice, the 
settlement may be carried into effect in two 
ways: the United States District Attor- 
ney may be instructed to agree to a con- 
sent judgment, or the Department of Justice 
may direct the Commissioner to reopen 
the claim and to make an administrative 
refund. The Department of Justice usually 
prefers the latter procedure. 

If the case is not settled and must be 
tried, the attorney in the Department of 
Justice to whom the case is assigned pre- 
pares the case, in cooperation with the 
United States attorneys, and conducts the trial. 

If a taxpayer is fortunate enough to win 
a tax case against a collector, it is neces- 
sary to have the court enter what is com- 
monly called a “certificate of probable 
cause.” This is a procedural device for 
converting what .would otherwise be a 
personal judgment against the collector 
into a judgment against the United States. 


Title 28, USC, Section 842, provides that 
where a recovery is had in a suit against a 
collector and “the court certifies that there 
was probable cause for the act done by 
the Collector or other officer, or that he 
acted under the directions of the Secretary 
of the Treasury or other proper officer of 
the Government, no execution shall issue 
against such collector or other officer, but 
the amount so recovered shall, upon final 
judgment, be provided for and paid out of 
the proper appropriation from the Treas- 
ury.” This certificate need not be a sepa- 
rate document, but may be added as a 
separate sentence in the judgment. The 
following is a sufficient compliance with 
the statute: “The court hereby certifies 
that there was probable and reasonable 
cause for the act of the defendant, the 
Collector of Internal Revenue, in demand- 
ing and collecting from the plaintiff the 
internal revenue tax, for the refund of 
which this judgment is entered.” 

All judgments, whether against the col- 
lector or against the United States, should 
contain a recital of the date or dates of 
payment of the tax which the court holds 


to have been illegally collected. This is 
necessary in order to compute interest. 
The judgment should also contain the 


general recital, “with interest according to 
law.” After the judgment is obtained, it 
is necessary to file with the Commissioner 
a claim for refund based on this judgment. 
This claim is made on the regular Form 
843, and must be accompanied by two 
certified copies of the judgment and an 
itemized bill of court costs. 


Practice in Court of Claims 


For present purposes, it is sufficient to 
say that the Court of Claims has juris- 
diction of all claims—except pension claims 
—against the United States founded upon 
the Constitution or upon any law of Congress, 
upon regulations of the executive depart- 
ments and upon contracts with the United 
States, expressed or implied. Only lawyers 
are admitted to practice before the court. 

The Court of Claims has its own rules 
of practice, which should be examined before 
filing any suit. The pleadings before the 
court are not complicated. Suits are com- 
menced by the filing of a printed petition, 
which may be verified by the affidavit of 
the plaintiff or his attorney. Any properly 
drawn complaint in the District Court, 
with one exception, is sufficient in the 
Court of Claims. Title 28, USC, Section 
265, requires each plaintiff bringing suit in 
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the Court of Claims to allege that he has 
borne true allegiance to the United States 
and has not aided or given encouragement 
to rebellion against the government. When 
a suit is brought in the Court of Claims, 
the Department of Justice becomes the 
government’s representative. The Depart- 
ment of Justice files an answer within forty 
days from the filing of a petition. This 
answer is usually a general denial. 


The Court of Claims has seven com- 
missioners, whose duties are similar to those 
of special masters in equity proceedings. 
These commissioners hold hearings through- 
out the United States. Hearings before 
the commissioners are more informal than 
those before the Tax Court or the District 
Courts. The hearings are stenographically 
reported. After the proof is closed, each 
party has thirty days within which to 
submit requested findings of fact. The law 
is not argued at this stage. After the 
parties have filed their requested findings 
of fact, and sometimes replies thereto, the 
commissioner makes his findings of fact 
and submits his report to the court. There- 
upon, each party has thirty days within 
which to file printed exceptions. The plain- 
tiff has fifteen additional days, or a total 
of forty-five days, within which to file a 
brief. The government must file its brief 
within thirty days after the date on which 
the plaintiff's brief is filed. Extensions are 
granted to either party for good cause. 
After briefs are filed, the case is set on a 
calendar of the court for argument. After 
oral argument, the court hands down its 
findings of fact and opinion. 


In deciding whether a case should be 
taken to the Court of Claims rather than 
to the United States District Court, the 
— considerations should be kept in 
Inind: 

(1) The Court of Claims sits in Washing- 
ton; and in the handling of any case, it 
becomes necessary to make one or more 
trips to Washington, particularly for the 
argument, 

(2) A District Court decision can be 
appealed to the Circuit Court of Appeals 
whereas decisions of the Court of Claims 
are subject only to the review of the Su- 
preme Court of the United States on cer- 
tiorari. 

(3) The Court of Claims does not have 
an opportunity to see and hear the witnesses 
who testify. 

(4) Where the testimony is widely scat- 
tered, there is an advantage in trying the 
case before the Court of Claims. Under 
the Court of Claims procedure, the evi- 
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dence may be gathered piecemeal, and in 
a very leisurely manner. The taxpayer is 
given an opportunity to double-check the 
record before closing the proof. 


Closing Agreements 


Section 3760 of the Internal Revenue 
Code permits the taxpayer and the Com- 
missioner to enter into a closing agreement. 
Such an agreement may fix either the tax 
liability of the taxpayer for one or more 
taxable periods or the tax consequences of 
certain prospective transactions. If this 
agreement is approved by the Secretary 
of the Treasury, it is forever binding on 
the taxpayer and the Commissioner, except 
in the case of fraud, malfeasance or mis- 
representation of a material fact. In addi- 
tion, the Commissioner has imposed other 
restrictions upon the finality of closing 
agreements, as in the case of a change in 
the law. Such restrictions are made in the 
terms of the agreement itself. 

Section 3761 of the Internal Revenue 
Code provides that the Commissioner (with 
the approval of the Secretary of the Trea- 
ury) may compromise any civil or crimi- 
nal tax case prior to its reference to the 
Department of Justice for prosecution or 
defense. The Attorney General may com- 
promise any such case after it is received 
in the Department of Justice. The Com- 
missioner may compromise only on the 
basis of (1) uncertainty as to collectibility 
or (2) doubt as to liability. The Attorney 
General’s power to compromise is appa- 
rently unrestricted. The compromise pro- 
cedure is now confined almost exclusively 
to the settlement of tax liabilities legally 
due, based upon inability to pay. Statutory 
compromises are not to be confused with 
informal administrative settlements effected 
by execution of waivers on assessments 
(Form 870) or through verbal understand- 
ings with revenue agents, none of which 
have any finality whatsoever. For an ex- 
cellent discussion of closing agreements 
and compromises, see an article by Laurence 
F. Casey, published in Proceedings of the 
New York University Fifth Annual Insti- 
tute on Federal Taxation, page 260. 


Section 722 


Section 722 of the Internal Revenue Code 
was designed to give relief to corporations 
whose excess profits tax credits were ab- 
normally low, thus subjecting such corpo- 
rations to excessive and discriminatory ex- 
cess profits taxes during the last war period. 
To obtain this relief, it is necessary to file 
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a claim for relief (Form 991) under the 
statute and the Regulations. More than 
50,000 claims, seeking relief in excess of 
$5,000,000,000, have been filed. 

The first relief provisions were enacted 
in 1940; the relief provisions in their pres- 
ent form were enacted in 1942. At first 
the Bureau procedure for handling these 
claims was similar in all respects to the 
procedure .in ordinary refund claims. In 
1946, many complaints were made in con- 
nection with the administration of these 
relief provisions. Hearings were held by a 
joint committee composed of members of 
the Finance Committee of the United States 
Senate and the Ways and Means Committee 
of the House. As a result of these hear- 
ings, there was established in Washington 
a specialized group composed of fifteen 
members and known as the Excess Profits 
Tax Council. Most of these members were 
selected from outside the government. The 
council was given general supervision over 
the processing of relief claims and final 
jurisdiction over such claims in so far as 
the Commissioner of Internal Revenue is 
concerned. In each revenue agent’s office 
throughout the country, a _ top-notch 
Bureau group was established to act under 
the Council in Washington. These local 
groups are headed by two or three members 
known as a Section 722 field committee. 
To this committee is assigned a group of 
revenue agents who work exclusively on 
Section 722 claims. 

The present procedure on Section 722 
claims is a follows: The claim is assigned 
to a revenue agent under the field com- 
mittee. He investigates the claim and deals 
with the taxpayer in an attempt to reach a 
settlement. His recommendations are sub- 
ject to review by the field committee. All 


settlements approved by the field committees 
must be transferred to Washington for the 
approval of the Excess Profits Tax Council. 
If the field office and the taxpayer are 





Mr. Gambill, now affiliated with the firm of 
Reed, Smith, Shaw & McClay, Pittsburgh, served 
eight years as an attorney in the Office of the 
Chief Counsel of the Bureau of Internal Revenue 





unable to reach’ a settlement, the case is 
likewise transmitted to the Council in Wash- 
ington. Thereupon, the taxpayer may file 
a protest with the Council and obtain a 
conference in Washington. The Council 
has stated that conferences may be held 
before its members in the field, but I have 
heard of no such conferences to date. The 
conference with the Council is informal. 
If no settlement is reached, the Council 
either approves the recommendation of the 
field office or makes its own determination. 
If the claim is wholly or partially dis- 
allowed, the taxpayer receives a statutory 
notice of disallowance under Section 732. 
The notice of disallowance is treated as a 
notice of deficiency, and the taxpayer may 
appeal to the Tax Court within ninety 
days from the mailing of this notice. The 
Section 722 case is thereafter set for hear- 
ing as in the case of a deficiency proceeding. 
The procedure in the trial of these cases is 
similar in all respects to the procedure in 
ordinary tax cases. However, the Tax Court’s 
decision on a Section 722 claim is final, and 
cannot be reviewed by any other court. 

In many cases a statutory notice of 
deficiency and a notice of a disallowance 
of a relief claim are contained in the same 
registered ‘letter. When this happens, the 
taxpayer may appeal from both determina- 
tions in the same petition. In other cases 
separate statutory notices are received by 
the taxpayer, sometimes at wide intervals. 
In this event, two independent proceedings 
for the same taxable year may be had in 
the Tax Court. A final decision of the 
Tax Court in a deficiency case does not 
preclude a taxpayer from thereafter litigat- 
ing its relief claim in a new proceeding, 
and vice versa. 

In number of claims filed, about half 
have been closed. In dollars involved, only 
a small percentage have been closed. Prac- 
tically all the larger and more complicated 
claims are still pending. [The End] 
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Unreasonable Accumulation 
of Surplus . . . Section 102 


By CLARENCE L. TURNER 


ALTHOUGH IT IS A FUNDAMENTAL PRINCIPLE OF 
TAXATION THAT THE BURDEN OF PROOF FALLS ON 
THE TAXPAYER, SECTION 102 ADDS EVEN GREATER 
WEIGHT TO THE NORMAL ONUS OF DEMONSTRATION 





| Dp ereee: the thirty-four years that have 
elapsed since the enactment of the first 
federal income tax act under the Sixteenth 
Amendment, it has become increasingly ap- 
parent that the evolution of federal tax law 
to its present inconstant state is not the 
result of changes in tax legislation alone. 
Of almost equal significance are the vary- 
ing interpretations of the Code and Regula- 
tions as handed down by the courts and 
augmented by changes in Treasury Depart- 
ment policy in the administration of the 
taxing statutes. It is with the latter cir- 
cumstance, and with its effect upon the 
dividend policies of taxpayers within the 
scope of Section 102 of the Internal Rev- 
enue Code, that we are now concerned. 


Historical Development of 102 


The implications of the sudden revival of 
interest in a statute which, in one form or 
another, has been an integral part of our 
revenue system since its inception, compel 
the tax-conscious to read Section 102 with 
new eyes. A brief review of the historical 
developments of this section is perhaps the 
best approach to a full understanding of 
its importance in the light of present 
conditions. 


The genesis of Section 102 is found in 
the Tariff Act of 1913, wherein Congress, 
recognizing that the corporate form of do- 
ing business might be used as a device to 
evade individual surtax, inserted a provision 
for including in the income of the stock- 





1At this point in his lecture, Mr. Turner 
made reference to question 8 on Form 1120; 
this was deleted because of recent rulings. 
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holders their proportionate share of cor- 
porate gains or profits. This provision was 
retained in the Revenue Act of 1916 and 
was enacted into the 1918 Act in substan- 
tially the same form. 


In 1921, fearful that the whole penalty 
section might be held invalid, Congress 
abandoned the idea of taxing the share-. 
holders and shifted the incidence of the tax 
to the corporation. This was the introduc- 
tion of the presently operative penalty tax 
on corporations—in this act twenty-five per 
cent of net income. An alternative remedy 
was offered, however, in that shareholders 
could include in individual income their dis- 
tributive share of corporate profits, in which 
event there was no tax on the corporation. 


Reflecting a legislative desire to make this 
statutory provision more stringent, the pen- 
alty tax in the 1924 Act was increased to 
fifty per cent and omitted the option per- 
mitting shareholders to be taxed as if the 
corporation were a partnership. Subsequent 
acts have continued to withhold this option, 
except that the 1926, 1928, 1932 and 1934 
Acts restored a limited right of election 
to be exercised at the time of filing returns. 
The 1938 Act permitted the accomplishment 
of the same purpose through the use of 
a “consent dividend.” 

The provisions of the 1924 Act were con- 
tinued without substantial change until 
1934. The Revenue Act of that year intro- 
duced a graduated rate surtax based on 
undistributed profits, and in that same year 
the personal holding company was removed 
from consideration under this surtax by 
special tax provisions applicable only to 
personal holding companies. 
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While retaining the provisions for tax on 
improper accumulations of surplus, the Rev- 
enue Act of 1936 imposed still another tax, 
a somewhat lower surtax upon withheld 
profits of corporations other than personal 
holding companies, without regard to the 
purpose of retention. This was our old 
friend, the undistributed profits tax, effec- 
tive for the years 1936 and 1937, whose 
ghost in the guise of Section 102 is now 
rising to haunt nervous corporation executives. 


In 1938 the undistributed profits tax was- 


eliminated, and substantially the present 
provisions were enacted into the Code. The 
year 1938 is of further importance as the 
year in which the United States Supreme 
Court, in the case of Helvering v. National 
Grocery Company; upheld the constitution- 
ality of the surtax and established the fact 
that it could be asserted against a bona fide 
business enterprise. Thus, since 1938 the 
mere fact that corporate earnings were ac- 
cumulated beyond the reasonable needs of 
the business has been presumptive of the 
purpose to avoid the individual surtax unless 
the corporation can prove otherwise by 
clear and convincing evidence. 


The surtax imposed by Section 102 as it 
now stands is levied upon “Section 102 net 
income,” which is defined as net income 
for federal income tax purposes, computed 
without benefit of the capital loss carry- 
over or the net operating loss deduction, 
less the following additional deductions: 
(1) income taxes, (2) charitable contribu- 
tions in excess of five per cent of net in- 
come and (3) net capital losses. Further 
credits are allowed for dividends paid dur- 
ing the taxable year, “consent dividends” 
reported by common shareholders and any 
net operating loss of the preceding year. 
No deduction is allowed for the credit pro- 
vided in Section 26(a), relating to tax- 
exempt interest on government obligations. 


2 [38-2 ustc J 9312] 304 U. S. 282. 


The surtax rate is 27%4 per cent of undis- 
tributed Section 102 net income not in 
excess of $100,000, plus 38%4 per cent of that 
portion in excess of $100,000. The non- 
recognition of the capital loss carry-over 
provided in Section 117(e) and the net oper- 
ating loss deduction provided in Sec- 
tion 23(s) might have peculiar consequences 
since, under certain circumstances, even a 
deficit corporation may have a Section 
102 problem. 


Purpose of Surtax 


The purpose of the section ntay be briefly 
indicated by quoting the salient phraseology 
of the law, which states that the tax is to 
be levied on corporations “formed or availed 
of for the purpose of preventing the imposi- 
tion of the surtax upon its shareholders or 
the shareholders of any other corporation, 
through the medium of permitting earnings 
or profits to accumulate instead of being 
divided or distributed.” The accumulation 
of profits “beyond the reasonable needs of 
the business shall be determinative of the 
purpose unless the corporation by 
the clear preponderance of the evidence shall 
prove to the contrary.” (Italics supplied.) 
The law further states: “The fact that any 
corporation is a mere holding or invest- 
ment company shall be prima facie evidence 
of a purpose to avoid surtax upon share- 
holders.” Such companies, however, are 
not precluded from seeking to establish 
their innocence by the submission of incon- 
trovertible evidence in substantiation of 
their claims.* To overcome the effect of 
the statute, the courts have held, such com- 


3 Industrial Bankers Securities Corporation 
[39-1 ustc f 9504], 104 F. (2d) 177 (CCA-2, 1939); 
Seaboard Security Company [CCH Dec. 10,429], 
38 BTA 560 (1939); Cecil v. DeMille [CCH Dec. 
8869], 31 BTA 1161, [37-1 ustc {| 9249] aff’d 90 
F. (2d) 12 (CCA-9, 1937), cert. den. 302 U. S. 
713 (1937); C. H. Spitzer & Son, Inc. [CCH Dec. 
9979], 37 BTA 511 (1938). 


Mr. Turner, a certified public accountant, 
delivered this address before the First An- - 


nual Pennsylvania Tax Institute. 
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panies must show not only that there were 
business purposes for their formation but 
also that there were business reasons for 
the accumulation of surplus. 


The‘provisions of the section as defined 
by the statutes and interpreted by the 
courts are inclusive to an unusual degree: 
(a) a corporation may be innocently formed 
and later availed of, or it may be of sus- 
picious formation but never availed of, for 
the proscribed purpose;* (b) a corporation 
may be subject to the tax even though the 
forbidden purpose is not accomplished; ° 
and (c) the possibility exists that the statute 
might apply if a corporation has been 
merely “formed” for the purpose of avoid- 
ing surtax on shareholders even though its 
subsequent conduct is legitimate.® 

Historically, the number of Section 192 
penalties imposed has been very smail (some 
sources place the estimate at approximately 
200), while the number of cases protested 
in court has been even smaller. Since its 
enactment this section never has been im- 
portant as a source of revenue, and during 
the war years became more or less a “for- 
gotten statute.” Why, then, this sudden 
interest on the part of the Treasury De- 
partment? And what is the motive behind 
the obvious ending of the wartime truce? 


Basis of Commissioner's Suspicion 


National statistics indicate that there may 
be some justification for the Commissioner’s 
suspicion that corporations have been dis- 
tributing dividends with one eye on indi- 


vidual surtax rates. Tax morals always 
have been a matter of expediency; and 
closely held and medium-sized corporations 
in particular have had both incentive and 
cpportunity to avoid taxes by permitting 
earnings to accumulate in the corporate till. 


Although statistics vary according to 
source, they are unanimous in the conclu- 
sion that there has been a substantial decline 
in the ratio -of dividend distributions to 
corporate earnings. Data issued by the Se- 
curities and Exchange Commission show 


4Suffolk Securities Corporation [CCH Dec. 
11,102], 41 BTA 1161; R. C. Tway Coal Sales 
Company [1933 CCH {9059], 3 F. Supp. 668 
(1933), [35-1 ustc { 9123] aff'd 75 F. (2d) 336 
(CCA-6, 1935); Sauk Investment Company [CCH 
Dec. 9436], 34 BTA 732; Fisher & Fisher, Inc. 
[CCH Dec. 8906], 32 BTA 211, 

5A, D. Saenger, Inc. [36-2 ustc { 9355], 84 F. 
(2d) 23 (CCA-5), 1936); cert. den. 299 U. S. 577 
(1936). 

® Nipoch Corporation [CCH Dec. 9779], 36 BTA 
662; Rands, Inc- [CCH Dec. 9491], 34 BTA 1094. 

™ “The National Week,’’ The United States 
News, June 6, 1947. 
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that the working capital of United States 
corporations has increased from $24.6 billion 
in 1939 to $57.3 billion at the end of 1946, 
an increase of $32.7 billion, or 132 per cent, 
over a period of seven years. The ratio of 
dividend payments to net profits after taxes, 
excluding nonprofit corporations, not only 
failed to keep pace with the advance in 
capital but declined from a ratio of 71.2 per 
cent in 1939 to 47.7 per cent in 1944, a per- 
centage decrease of 23.5. 


The Committee on Postwar Tax Policy 
has reporetd that for the year 1940 profit- 
able corporations added approximately $3 
billion to surplus. Through the next four 
years surplus accumulations rose by over 
$21 billion; and when further statistics are 
available, they probably will extend this 
trend. (The United States Department of 
Commerce has set corporate undivided profits 
for 1946 at $6.9 billion.) A National In- 
dustrial Conference Board study of four- 
teen manufacturing industries, referred to in 
“The Shadow of ‘102’ on Dividend Polli- 
cies,” shows surpluses to have risen in a 
general range of from thirty per cent to 
ninty-five per cent from 1939 to 1944, 


Postwar Reserve Picture 


During the building up of these reserves 
over the war period, the Treasury Depart- 
ment gave consideration to the extraordi- 
nary known and unknown contingencies 
with which business was faced, and then 
looked the other way. Now these contin- 
gencies have been resolved, but surplus 
accumulations continue to rise. Reconver- 
sion allowances, compensation for inven- 
tory losses, accelerated amortization, tax 
carry-backs, the ten per cent excess profits 
tax refund, corporate tax reductions and the 
elimination of the excess profits tax, all in 
a period of continuing sales and profits, have 
helped to swell corporate bank accounts. 


Despite the piling up of corporate earn- 
ings, postwar dividend ratios have remained 
conservative, and indicate a tendency to 
follow wartime dividend policies. Un- 
doubtedly, the failure of corporations gen- 
erally to give cognizance to the changing 
concept of reasonable surplus requirements 
will be the Commissioner’s point of attack. 


True, the war’s end did bring a drastic 
change in the reserve picture, and most of 
the commonly advanced and generally ac- 
cepted reasons for retaining surpluses dur- 
ing that period have become invalid. It 
must not be assumed, however, that con- 
tingencies do not now exist. War uncer- 
tainties have given way to reconversion 
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uncertainties, and what lies beyond is still 
clouded with mystery. Certainly few would 
regard the world as at rest or business 
conditions as normal. 


Many authorities believe that a golden age 
of industrial expansion lies ahead, and that 
present capital reserves will be strained to 
finance it. Others are gloomy, and foresee 
a dark future for which heavy reserves will 
be a necessity if business is to keep its head 
above water. It should be noted also that 
an increase of over $3 billion in borrowings 
since V-J Day has carried the total to fifty 
per cent over prewar levels. In the face of 
possible business needs, therefore, corporate 
reserves may not be as high as they sound. 


‘“Seventy-Thirty’’ Question 


Activated by the now famous “seventy- 
thirty” question, there has been a copious 
outpouring of literature on the subject of 
Section 102, together with a considerable 
expenditure of epigrams. For example: 
“Bit by bit the income tax noose is being 
drawn more tightly.”* “Is 102 monster or 
scarecrow?”*® “The bark of 102 is consid- 
erably worse than its bite.” And, con- 
versely, “Is Section 102 an animal ‘with a 
bark considerably worse than its bite,’ or 
is it really a sleeping tiger?’ Obviously, 
opinions vary as to the new import of 
“102”; and it is enigmatic that each theory 
bears the germ of truth. 

Many regard conciliatory official pro- 
nouncements with suspicion, and “view with 
alarm” the vast implication of the improper 
administration of “102.” They see this sec- 
tion as the traditional “blunt instrument” 
being used by the Treasury to recoup losses 
from the repeal-of the excess profits tax, 
reduction of the corporate income tax to 
thirty-eight per cent and generous Congres- 
sional allowances for reconversion. Still 
others believe present rumblings presage an 
eruption in the form of a new undistrib- 
uted profits tax. 

The calm reaction toward this medley of 
fact and fancy is that the importance of 
Section 102 is overemphasized; that nerv- 
ous taxpayers, not yet recovered from the 
annual impact of the excess profits tax, 
have given way to morbid imaginings, and 





8J. S. Seidman, in the New York Herald- 
Tribune, December, 1945. 


9 “Editor’s Inquiry,’’ The Controller, Decem- 
ber, 1946. 

1R. F. Barrett, ‘“‘The Section 102 Penalty,’’ 
TaxEsS—The Tax .Magazine, July, 1946, p. 656. 


11 A, A. Simon, in The Controller, December, 
1946. 
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are inclined to see a tax collector lurking 
behind every tree. 


Determinative Factors 


The relative force of the penalty is dimin- 
ished or increased in direct ratio to the 
shareholder’s surtax rates and the corpor- 
ate earnings involved. In fact, under cer- 
tain circumstances, it might be cheaper to 
pay the tax, particularly from the stand- 
point of immediate tax benefits. For in- 
stance, where the sole stockholder has 
income from salaries and other sources to 
the extent that the effective surtax rate on 
a dividend distribution would be eighty per 
cent, and corporate net profit for the tax- 
able year is $100,000, it might be advan- 
tageous to retain 100 per cent of such profits 
even though a “102” penalty appeared immi- 
nent. The penalty surtax on $100,000 would 
be 27% per cent, or $27,500, as compared 
to a tax on a dividend in like amount of 
eighty per cent, or $80,000, in the hands of 
the shareholder. In the event of subse- 
quent liquidation, the $72,500 retained by the 
corporation would be subject to a net long- 
term capital gains tax of twenty-five per 
cent, or $18,125. Thus, the aggregate tax 
on the original $100,000 would be $27,500 
plus $18,125, a total of $45,725, or 45% per 
cent. The net tax advantage to the share- 
holder would be the difference between a 
possible $80,000 on a dividend distribution 
and the aforementioned $45,725, or $34,275. 
Substantially the same result would follow 
a subsequent sale of the stock, and in the 
event of an intervening death the compari- 
son improves even further. The share- 
holder is still subject, however, to individual 
income tax on the profit retained by the 
corporation in the event that it subsequently 
is distributed in the form of a taxable divi- 
dend. Further reductions in -the actual 
penalty may result if the undistributed 
earnings, reduced by the Section 102 tax, 
are distributed in later years when individ- 
ual surtax rates have receded from pres- 
ently high levels. 


It must also be borne in mind that the 
effect of “102” on surplus accumulations is 
cumulative. Although the statute is limited 
in its application to the current year’s ac- 
cumulation, and has no force or effect on 
undistributed earnings of prior years, the 
amount of previously accumulated surplus 
has a bearing on the reasonableness of 
amounts retained in’ the current year.” 
Thus, an improper accumulation in one year 





2 I, T. 1572, 11-1 CB 139. 
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may preclude the allowable retention of any 
earnings in the immediately subsequent years. 


Economic Effect 


In the final analysis, however, the im- 
portance of Section 102 lies not in tax re- 
‘sults but in its far-reaching influence upon 
business policy. In effect it places a penalty 
upon corporate thrift and limits the growth 
and expansion of private enterprise through 
the medium of ploughing earnings back 
into business. 


Because of the logical difficulty in chal- 
lenging the accumulation of surplus by 
corporations whose shares are widely dis- 
tributed, such corporations rarely have been 
attacked, although the decisions in the Trico 
Products Corporation cases™ indicate the 
possible expansion of the Section 102 field 
of influence. The courts sustained the im- 
position of the surtax in these cases despite 
the fact that the situation involved a rela- 
tively wide ownership of stock. The impli- 
cations of the decision, therefore, are 
widespread in that they open to the Bureau the 
imposition of Section 102 surtax on earnings 
accumulated by publicly held operating 
companies. Nevertheless, it may be as- 
sumed that closely held corporations 
(groups primarily comprised of small and 
medium-sized businesses) will continue to 
be most vulnerable. 


In making vital decisions, executives of 
such companies are burdened with the 
necessity of giving weight to the anticipated 
reactions of a revenue agent two or three 
years hence. Obviously, it is both absurd 
and unjust that the judgment of an outside 
entity, unfamiliar with the requirements of 
the business and not responsible for the 
consequences, should be free to make deci- 
sions regarding surplus accumulations. 


Many executives feel that future pros- 
pects are far from bright, and would prefer 
to allow earnings to accumulate as a “hedge” 
against possible contingencies. Others plan 
expansion, but believe high material and 
labor costs prohibitive to current spending 
and desire to postpone action until more 
favorable circumstances prevail. Although 
there may, at present, be no dearth of cap- 
ital, finance officers, particularly of small 
companies, are inclined to favor conserva- 
tion in the present rather than depend upon 
outside capital in the future. 





13 Trico Products Corporation v. Commissioner 
[43-2 ustc J 9540], 1137 F. (2d) 424 (CCA-2, 1943), 
cert. den. 320 U. S. 799 (1944); Trico Products 
Corporation v. McGowan [46-2 ustc { 9338], 67 F. 
Supp. 311 (DCN. Y., 1946). 
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The Bureau, while inclined to honor just 
reasons for accumulations, requests proof 
in the form of immediate action. Fre- 
quently, the taxpayer, faced with the pos- 
sibility of proving a state of mind, makes 
larger distributions than prudence dictates. 
Therein lies the hidden danger of “102.” 
Small and intermediate companies consti- 
tute the bulwark of American business, and 
their record of growth and expansion indi- 
cates that there need be no concern over 
decisions made by management generally. 
True, there may be abuses of the corporate 
option; but a statute as unrealistic and dis- 
criminatory as Section 102 tends to cure 
the ailment by killing the patient. 


Onus of Demonstration 


Although it is a fundamental principle 
of tax law generally that the burden of 
proof falls upon the taxpayer, Section 102 
adds even greater weight to the normal 
onus of demonstration. Since in its appli- 
cation the presumption of correctness at- 
taches to the Commissioner’s findings, the 
taxpayer is forced to prove a negative, 
always a difficult task.“ Further, the impo- 
sition of the surtax has been held by the 
Circuit Courts to be a factual matter, thus 
subject to the Dobson rule.” It may be 
difficult, therefore, to obtain relief from a 
Tax Court decision; in the event of litiga- 
tion, the advisability of taking the case to 
the District Court should be considered. 


Justification for Retention 
of Earnings 


As already stated, there is no automatic 
tax if dividends are not paid. Nor is the 
“seventy per cent yardstick” inflexible. 
This rule is merely a Treasury control 
measure without force or effect except as 
the facts in each particular case indicate. 
There may be adequate reasons for the re- 
tention of a substantial portion or, in fact, 
of all earnings; conversely, any additions to 
earned surplus may be deemed unreasonable 
where accumulated surplus from prior years 
already exceeds reasonable business re- 
quirements. Thus, the “custom-made” 
aspect of “102” makes it necessary to re- 
view the surplus accumulations and divi- 





14 United Business Corporation of America [3 
ustc § 1039], 62 F. (2d) 754 (CCA-2, 1933); 
Cecil B. De Mille, supra; Chicago Stockyards 
Company [43-1 ustc { 9379], 318 U. S. 693, rev’g 
[42-2 ustc | 9607] 129 F. (2d) 937. 


13 Gunlocke Chair Company [44-2 ustc { 9511], 
145 F. (2d) 791 (CCA-2, 1944). 
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dend_ distributions of each individual 
corporation taxpayer in the light of its 
own merits. 


The need of additional working capital * 
and the pressure of such factors as antici- 
pated expansion programs, plant moderniza- 
tion, additions to and replacements of 
machinery and equipment,” particularly 
where depreciation reserves are inadequate 
to meet increased costs, usually warrant the 
retention of earnings. Capital also quite 
properly may be retained to finance in- 
creased inventories or to carry accounts 
receivable.” Such contentions were not 
considered adequate to nullify the findings 
cf unreasonableness, however, where the 
taxpayer’s financial position was such that 
it could have financed plant expansion, in- 
creased inventories and also distributed 
earnings, without jeopardizing that position.” 


To protect the corporation against the 
possible loss of a major product or a major 
customer,” to conduct advertising cam- 
paigns to meet rising competition or to 
provide funds for the development of new 
products,” have all been reasons for the 
accumulation of earnings acceptable to the 
courts. Violent fluctuations in raw material 
costs,” and such contingencies as the immi- 
nent obsolescence of a basic product, strikes 
and other evidences of labor unrest,” un- 
resolved litigation and industry hazards 
generally,™ are further factors that may be 
honored by the Bureau. 


The Board of Tax Appeals gave weight 
to pending adverse legislation in reversing 
the findings of the Commissioner in the 
Seaboard Security Company™ case, but this 
contingency must be reasonably convincing 
for the accumulation to be sustained. Thus, 


1% Wean Bngineering Company [CCH Dec. 
13,394(M)], 2 TCM 510 (1943); Walkup Drayage 
& Warehouse Company [CCH Dec. 14,656(M)], 
4 TCM 695 (1945). 

17 General Smelting Company [CCH Dec. 
14,222], 4 TC 313; Syracuse Stamping Company 
[CCH Dec. 14,489(M)], 4 TCM 371. 

18 Lane Drug Company [CCH Dec. 13,895(M)], 
3 TCM 394 (1944) ; Lion Clothing Company [CCH 
Dec. 15,833], 8 TC 1181 (1947). 

® Beckion, Dickinson & Company [43-1 ustc 
— 9304], 134 F. (2d) 354 (CCA-3, 1943). 

2 Teeple Company [CCH Dec. 12,582], 47 BTA 
270. 

21 Lane Grug Company, supra. 

2 Baker & Company, Inc. [CCH Dec. 
13.518(M)], 2 TCM 827 (1943). 

23 Smokeless Fuel Company [CCH Dec. 
13,.499(M)], 2 TCM 794 (1943). 

21 Metal Mouldings Corporation [CCH Dec. 
12,992(M)], 1 TCM 616 (1943); Millane Nurseries 
é& Tree Experts, Inc. [CCH Dec. 12,918-A], 1 TCM 
228 (1942); Dietze &€ Company, Inc. [CCH Dec. 
12,892-A], 1 TCM 93. 

2s Supra, footnote 3. 
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in Albert L. Allen Company, Inc.,* the Tax 
Court was unimpressed with the taxpayer’s 
argument that its principal source of insur- 
ance business would be lost by reason of 
proposed changes in Pennsylvania unem- 
ployment insurance law. 


The accumulation of current earnings for 
the retirement of indebtedness or other fixed 
obligations, in accordance with the specific 
terms thereof, also has been sustained.” 
But where the taxpayer voluntarily used 
accumulated earnings to purchase all of its 
outstanding preferred stock, the Tax Court 
held that such application of funds showed 
accumulations to be beyond the reasonable 
needs of the business.* 


The earnings history and financial back- 
ground of a corporation, or the existence 
of an unrecognized book deficit,” frequently 
supplies adequate justification for the ac- 
cumulation of surplus far beyond current 
needs. Other factors, such as the existence 
of prior years’ losses, even though such 
losses are not incorporated in the basic 
surtax credit, are given weight in determin- 
ing the application of “102”; and dividends 
paid shortly after the end of the year sup- 
port the evidence that there was no intent 
of tax avoidance. If the tax applies, how- 
ever, no credit is given for the payment of 
such dividends in arriving at “undistributed 
Section 102 net income.” 


Conformance to a consistent dividend 
policy usually is acceptable to the Com- 
missioner, and is reasonably safe from at- 
tack. This is true, however, only where 
other factors remain constant. Thus, radi- 
cal changes in inter-related circumstances 
may preclude the application of old rules 
to new times. 


‘“‘Unreasonableness”’ 


On the other side of the ledger are factors 
which lend support to the Commissioner’s 
presumptive findings of unreasonableness. 
Since under the statutory provisions the fact 
that a corporation is a “mere holding or 
investment company” is prima facie evi- 
dence of the purpose to avoid surtax,” the 
surplus accumulations of such companies, 
obviously, will be closely scrutinized. Inso- 
far as operating companies are concerned, 
the incidence of closely held.stock owner- 
ship is a point of major consideration, and 





2° [CCH Dec. 14,261 (M)] 3 TCM 1246 (1944). 

21 Sauk Investment Company, supra. 

23 Gunlocke Chair Company, supra, 

2 Farish & Company [39-2 ustc { 9598], 104 
F. (2d) 933 (CCA-5, 1939). 

30 Suffolk Securities Corporation, supra. 





the savings in surtax to the shareholders 
frequently is the decisive factor in the asser- 
tion of the surtax. 


Decided cases indicate that one of the 
chief evidences of improper accumulations 
is the existence of inactive loans to stock- 
holders." In most instances such advances 
are assumed to be dividends in disguise and 
the avoidance of the individual surtax the 
hidden motive.” The same unfavorable 
construction may not be given, however, if 
prompt repayment of such loans is reason- 
ably anticipated and made.” 


Continued and large investments in securi- 
ties, or investments in an unrelated business 
incompatible with the business conducted 
by the taxpayer, also corroborate the im- 
plication of tax avoidance.“ On the other 
hand, investments in or loans to affiliates, 
or to other corporations which serve the 
taxpayer’s own interest, have been sustained.® 


Other Points 


Although the motivation for surplus ac- 
cumulations may be both reasonable and 
just, if the “102 surtax” is to be avoided, 
it must be evidenced by more than mere 
idle talk. Where a corporation has a defi- 
nite business purpose necessitating the re- 
tention of current funds, the purpose should 
be noted in the minutes, or in some other 
permanent form, so as to give adequate 
proof at a later date that earnings were not 
accumulated for some vague, unspecified 
and unconvincing purpose. If additions are 
to be made to plant or equipment, purchase 
orders should be placed as an evidence of 
intention. In the absence of definite com- 
mitments, however, the reasons for post- 
poning action should be clearly stated. The 
scarcity of essential material, or its pro- 
hibitive cost, may be adequate reason for 
lack of immediate action. In some instances 
surplus reserves may be set up for antici- 
pated contingencies in amounts as nearly 
accurate as estimates permit. 


If, for business cycle reasons, the taxpay- 
ers’ officers believe a distribution is pres- 
ently inadvisable, an economist’s report or 
an industry survey obtained before the divi- 


3 McCutchin Drilling Company [CCH Dec. 
13,409(M)], 2 TCM 554 (1931), aff’d [44-2 ustc 
9382] 143 F. (2d) 480 (CCA-5, 1944); Christ- 
mann Veneer & Lumber Company [CCH Dec. 
14,570(M)], 4 TCM 529 (1945). 

= Christmann Veneer & Lumber Company, 
supra. 

33 Walkup Drayage & Warehouse Company, 
supra. 

* National Grocery Company, supra. 

% Smokeless Fuel Company, supra. 


Section 102 


dend meeting would sustain this belief. A 
cash forecast, particularly if prepared by 
an outside entity, would give substance to 
anticipated demands upon funds necessitat- 
ing current accumulations. Regardless of 
the circumstances, corporate directors always 
should keep a record of why dividends are 
not declared, so that at a future date it may 
be demonstrated that management has pres- 
ent sound reasons for its course of action 
regardless of how unsound subsequent 
events prove these reasons to be. Before- 
the-fact reasoning is more convincing than 
and much to be preferred to the hurried 
preparation of facts and figures upon the 
request of a revenue agent. 


A statistical summary of ninety-six deci- 
sions equally divided for and against the 
taxpayer indicates the relative importance 
of certain basic factors involved in the ap- 
plication of “102.” In thirty-two of the 
forty-eight decisions won by the taxpayer, 
the corporation proved that accumulations 
were required by the reasonable needs of 
the business; in thirty-six no purpose to 
avoid the surtax was found; in twenty-six 
it was found that reserves were required; 
in eighteen, accumulations were necessary 
for growth; in sixteen, there were no in- 
vestments unrelated to the business; and in 
six, it was proved that surplus was invested 
largely in plant or other nonliquid assets. 
In the forty-eight cases decided in favor of 
the Commissioner, there were five principal 
reasons for imposing a surtax. In forty- 
three cases, it was determined that there 
was no business need for the accumulation; 
weight w.s given to the fact that the corpo- 
ration was closely held in forty-two cases, 
but this factor probably was present in 
every case; in twenty-one, investments were 
unrelated to the business; in sixteen, there 
were outstanding loans to stockholders; and 
in five decisions, an accumulation for the 
benefit of the stockholders was found. 


Legislative Solution 


Obviously, many courses whereby the 
penalty surtax may be avoided, are open 
to the taxpayer, the ultimate solution, how- 
ever, lies not in compiling supporting evi- 
dence of intent but in tax legislation. 


Proposals have been submitted to the 
House Ways and Means Committee, at its 
recent hearings on proposed revisions of the 
Internal Revenue Code, that Section 102 be 
amended in two respects: (1) to place the 
burden of proof of undue accumulation on 
the Commissioner, and (2) to limit the base 
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of the penalty tax to the amount of cur- 
rent earnings found to have been unreason- 
ably accumulated. The first of these 
amendments is approved by the National 
Association of Manufacturers in its tax re- 
vision program. Both are advocated by the 
United States Chamber of Commerce and 
the National Association of State Chambers 
of Commerce. It is believed that an amend- 
ment limiting the application of the statute 
to that portion of the accumulation found 
to be unreasonable will bring the tax under 
this section more in accord with its 
basic purpose. 


The elimination of an economic hazard, 
however, is much to be preferred to the 
alleviation of its effects; thus, we should 
strike at the roots of the evil rather than 
just trim its branches. Relief from the 
double taxation of dividends would, of 
course, draw the teeth of Section 102, and 
is to be preferred to other courses of legis- 
lative action. Proposals advocating various 
methods of accomplishing this purpose have 
been advanced, and it is to be hoped that 
some form of dividend tax relief will be 
enacted into the Code in the very near future. 

[The End] 





COORDINATION OF STATE AND LOCAL SALES TAXES 


“Local sales taxes, at first regarded as a temporary expedient born of the 
war or its immediate aftermath, have expanded with startling rapidity. Once 
introduced, they are almost without exception retained by the cities imposing 
them. The resultant revenues not only have encouraged this retention, but have 
influenced other cities or units of local government to adopt similar measures.” 


“California furnishes an outstanding example of this newest develop- 
ment in public finance. Starting with a single city in January, 1945, the municipal 
sales tax went through an experimental stage in that year with little expansion. 
In 1946, however, adoption by Los Angeles of a city sales tax ordinance marked 
the beginning of the rush of other cities to utilize this type of tax. ... By 
mid-1948 the total number of California municipalities with sales taxes is near- 
ing one hundred.” 





“In a majority of the cities the rate of tax is one half of one per cent. 
Adoption of this rate, and perhaps of the tax itself, bears a close correlation to 
the reduction of the state sales tax from three per cent to 2% per cent, effective 


July 1, 1943. Thus in those cities where the rate is one half of one per cent 
the combined state and local rate of three per cent is merely the equivalent 
of what the state rate had be:n prior to its reduction. There are, however, some 
sixteen cities which have imposed a one per cent levy, with a resultant combined 
tax of 3% per cent.” 


“Because of the relatively recent enactment of the city sales tax ordinances, 
no precise statement of an over-all annual revenue yield from these sources is 
possible. A conservative estimate of this yield would be $30 million. When this 
is added to the annual yield of some $276 million from the state sales tax, the 
total revenue from state and local sales taxes in California would be something 
in excess of $306 million annually.” 


“Tf local expenditures out of sales tax proceeds are to be retained indefinitely 
as a part of the tax structure, much can be said for the value of including the tax 
in the state levy. A higher revenue yield, with substantially less administrative 
expense, can be achieved. The complications of taxpayer compliance will be 
greatly reduced with corresponding savings to the retailers. Variations in the 
imposition of the tax will be eliminated, and the uncertainties which tend to make 
any tax unpopular can be, to a large extent, minimized. Coordination of state 
and local sales taxes into a single levy, with appropriate sharing and allocation 
of the proceeds, would seem to be sound business, both for government and the 
taxpayer.” (Excerpts froma paper by Dixwell L. Pierce, Secretary of the California 
State Board of Equalization, delivered recently before the National Association of 
Tax Administrators at Toronto, Canada.) 
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Taxable Income 





of Nonresidents in the United Kingdom 


THE TAX CONVENTIONS BETWEEN THE UNITED STATES AND THE 
UNITED KINGDOM HAVE ADDED TO THE IMPORTANCE OF THE COR- 
RECT LOCATION OF SOURCES OF INCOME 


By F. E. KOCH 





T HE INCOME TAX ACT of 1918? (as 
amended and supplemented by subsequent 
income and finance acts up to 1947) taxes 
nonresidents on income .derived from sources 
within the United Kingdom. Income from 


sources outside the United Kingdom is- 


chargeable to residents only. This legal 
principle is expressed in Schedule D, 1, 
only;? but as laid down by the courts, it ap- 
plies universally to all schedules of the In- 
come Tax Act.* With the exception of in- 
come from property the source of which is 
at the place where the property is situated,‘ 
there are no statutory rules determining the 
place where income is deemed to arise. 

The Income Tax Act classifies taxable 
income under five schedules (A, B, C, D 
and E), but these schedules bear no ac- 
curate relation to the various sources of in- 
come, let alone to distinct sources within 
and without the United Kingdom. 

Cases IV and V of Schedule D give special 
rules for the taxation of income of resi- 
dents from foreign possessions. But it is 
left to the courts to decide upon which 





18 and 9 George V, Chapter 40. 

*Schedule D, 1, distinguishes, on the one 
hand, income from property situated and from 
trade, profession, employment or vocation car- 
ried on within the United Kingdom, which is 
chargeable to nonresidents, and, on the other 
hand, income from property situated outside 
the United Kingdom, which is chargeable to 
residents only. 

3 Whitney v. Commissioners of Inland Rev- 
enue, A. C. 37 (1926); Marchioness of Ormonde 
v. Brown, 17 Tax C. 333, 344 (1932). 

* Schedule D, 1 (a) (i) and (iii). 


criteria the location of the various kinds of 
income within or without the United King- 
dom depends, and where trade, profession, 
employment, etc., are deemed to be carried 
on. The double taxation relief conventions 
which the United Kingdom has concluded 
with the United States and, on similar lines, 
with many members of the British Com- 
monwealth of Nations, have added to the 
importance of the correct location of sources 
of income. Certain kinds of income, such 
as interest, dividends, royalties, rentals and 
pensions, are exempt from tax in the country 
of source. Where no full exemption is granted, 
credit for tax from foreign sources is allowed 
in the country of residence.’ The conventions 
themselves, however, do not attempt to secure 
a uniform solution of the problem. The ex- 
tensive catalogue of Article II, which, in order 
to provide for a uniform interpretation and 
application of the essential terms of the 
conventions, determines the meaning of a 
great many of these terms for the purposes 
of the convention, does not include the lo- 
cation of source of income. With the ex- 





5 Article III (2) subjects a United States en- 
terprise engaged in trade or business in the 
United Kingdom through a permanent estab- 
lishment to tax on its entire income from 
sources within the United Kingdom. 

6 This is the more surprising as the estate 
tax conventions devote extensive provisions to 
the solution of the corresponding problem of 
the situs of the assets of an, estate. The omis- 
sion can be explained only by the great differ- 
ence in the solution of the problem in the 
various national laws and the difficulty of pro- 
posing a uniform international conception. 


Mr. Koch is author of The Double Taxation ‘Convention, published 
by Stevens and Sons, Ltd., London 
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ception of Article XIII(3),’ it is left to the 
national law of each country to decide the 
location. (Article II(3).) 


When trying to ascertain the United 


Kingdom law on the location of the source 
of various kinds of income, we find it com- 
paratively easy to determine the location of 
the source of- income from tangible property. 





Tangible Property 


1. The location of the source of income 
from tangible property which comprises 
real property or an interest in such property, 
and rentals and royalties paid for the right 
to operate mines of quarries or to extract 
other natural resources, such as oil, from 
real property, is determined by Schedule 
D, Rules 1 (a) (i) and (iii). It is provided 
there that the income arises where the prop- 
erty is situated. Nonresidents are charge- 
able for tax on all income accruing from 
property situated in the United Kingdom. 


Intangible Property 


2. The location of the source of income 
from intangible property, such as royalties for 
the use of patents, copyrights, trade-marks, 
secret processes and formulae, good will 
and other like properties,* depends on where 
such intangible property is deemed to be 
situated. 

Section 43 of the Income Tax Act of 
1945° provides that a patent is situated in 
the country under whose laws it was 
granted. In analogous application of this 
provision, copyrights, trade-marks, etc., are 
deemed to be situated in that country which 
protects such monopolistic rights against 
infringement by persons who have not been 
granted the right of use. Royalties are in- 
come from sources within the United King- 
dom if they represent the consideration for 
the right to use patents, copyrights, etc., which 
are protected against infringement by United 
Kingdom law. 


Under Article VIII (2) of the double taxa- 
tion convention with the United States, 
residents of the United States are exempt 
from United Kingdom tax on such royal- 
ties if they are not resident in the United 
Kingdom, are not engaged in trade or busi- 
ness there through a permanent establish- 





7 Dealing with the source of income from per- 
sonal services for the purpose of relief by credit 
for foreign tax. 

8 See Sections 119 (a) (4) and (b) (4). 

®8 and 9 George VI, Chapter 32. 
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ment, and are subject to tax on these 
royalties * in the United States. 


Royalties paid for the use of a patent or 
copyright protected by foreign law are in- 
come from sources outside the United King- 
dom, and are therefore not chargeable to 
tax in the hands of a nonresident even 
though payment is made in the United King- 
dom by a United Kingdom resident. 





Interest 


3. Interest is deemed to be derived from 
sources within the United Kingdom if (a) 
it is payable out of the public revenue in the 
United Kingdom,” or (b) it accrues from 
any debt situated in the United Kingdom.” 


The locality of a simple contract debt is 
the place where the debtor has his residence.” 


Tax on interest arising in the United King- 
dom is deducted at the source by the debtor 
under General Rules No. 19 and 21 to the 
Income Tax Act of 1918. Interest from 
securities outside the United Kingdom is 
not taxable in the hands of nonresidents.” 
Where it is deducted at the source by the 
paying agent in the United Kingdom under 
Miscellaneous Rule No. 7 to Schedule D, 
it will be repaid or allowed as credit. 


Where a sum of money advanced under 
an agreement made in the United Kingdom 
by a resident of Kenya to a resident of 
Kenya and of the United Kingdom was pay- 
able in East Africa, and after the death of 
the debtor was paid by the executors, who 
were resident in the United Kingdom, out 
of sources in the United Kingdom, tax was 
assessed under Rule 21. It was held that 
the source originally situated outside the 
United Kingdom was transferred to a place 
within the United Kingdom through the 
death of the debtor. 


Residents of the United States are ex- 
empt from tax under Article VII (2) of the 
convention if they are not resident and are 
not engaged in trade or business in the 





1% Royalties within the meaning of Article 
VIII include rentals for motion pictures. 

11Interest paid out of public funds of any 
foreign state or foreign possession is consid- 
ered as derived from a source outside the 
United Kingdom, and is therefore free of tax 
in the hands of nonresidents, even though it 
is payable through a paying agent in the United 
Kingdom. (Schedule C, Rule 2 (d), Section 
23 (4), Finance Act of 1938.) 

122 Rule 1, Case III, to Schedule D. 

13 Commissioners of Inland Revenue v. Vis- 
count Broome’s Executors, 19 Tax C. 667 (1935); 
English, Scottish & Australian Bank, Ltd. v. 
Commissioners of Inland Revenue, A. C. 238 
(1932). 

14 Schedule D, Case II. 
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United Kingdom through a permanent es- 
tablishment, and are subject to tax on the 
interest in the United States. 


Dividends 


4. Dividends of companies which are 
registered in the United Kingdom and have 
their seat of management and control there, 
are recognized as income from _ sources 
within the United Kingdom.” The legal 
position is not so clear for dividends from 
companies which, though incorporated un- 
der United Kingdom law, have their resi- 
dence abroad. Dividends from foreign com- 
panies which are resident abroad are derived 
from sources outside the United Kingdom,” 
and are therefore not assessable for United 
Kingdom tax in the hands of nonresidents, 
even if they are paid by paying agents in the 
United Kingdom.” 

Dividends from a United Kingdom cor- 
poration are not subject to tax at the stand- 
ard rate," but are subject only to surtax in 
the hands of recipients with a total net in- 
come over £2,000. Nonresidents who are 
resident in the United States are exempt 


from surtax under Article VI (2) of the: 


convention if they are neither resident nor 
engaged in trade or business through a per- 
manent establishment in the United King- 
dom, and if they are subject to tax on these 
dividends in the United States. 


Pensions 


5. Pensions (i. e., annual payments in re- 
spect to past services) are deemed to be 
derived from sources within the United 
Kingdom and taxable under Schedule E, 
if they are paid in the United Kingdom, un- 
less they are paid either (a) out of the 
public revenues of a foreign state or (b) by 
or on behalf of a person outside the United 
Kingdom.” Pensions or pension-like: an- 
nuities paid in Great Britain out of the 
public revenue of the United Kingdom are 

1% Whitney, supra; Bradbury v. English Sew- 


ing Cotton Company, A. C. 744 (1923). 

16 Schedule D, Case V. 

Under Miscellaneous Rules to Schedules D, 
Rule 7. 

“a The company is authorized by General Rule 
No. 20 and Section 52 of the Finance (No. 2) 
Act of 1945 to recover tax due on its profits from 
the shareholder by deduction of income tax at 
the standard rate from the dividend. Article 
XIII (1) of the convention provides that the 
deduction shall be taken into account as tax 
payment of the shareholder for the purpose of 
tax credit in the United States. 

1% Schedule E (Section 401, -Income Tax Act 
of 1918); Section 17, Finance Act of 1923; Sec- 
tion 17, Finance Act of 1932. 


United Kingdom Nonresidents 


income from sources within the United 
Kingdom even if the services in respect to 
which they are paid were performed in the 
service of the Crown outside Great Britain 
and Northern Ireland.” A pension paid 
by or on behalf of an employer in the 
United Kingdom is derived from a source 
within the United Kingdom, to the extent 
to which the past services were deemed 
to be a source within the United Kingdom 
—for instance, where they were wholly per-- 
formed in the United Kingdom.” 


Under Article XII (2) of the convention, 
a resident of the United States who is not 
resident in the United Kingdom is exempt 
from United Kingdom tax on such income.” 


Life Annuities 


(6) Life annuities will have to be treated 
similarly to interest as they are paid for a 
consideration and consist partly of interest. 
The location of their source will depend on 
the residence of the debtor. An annuity, 
under a deed of separation executed in India, 
which was paid out of a fund derived partly 
from remittances from India and partly 
from taxed dividends paid to bankers in 
England as agents of the husband, were 
regarded as income from a source outside 
the United Kingdom.” 


Employment 


(7) The location of the source of income 
from employment offers particular difficul- 
ties, as the income tax acts give no guidance 
whatever and the case law has not developed 
clear principles. The source of income from 
employment is deemed to be the place where 


1% The holder of public office or employment 
is deemed to exercise it at the head office of 
the department, regardless of where he per- 
forms his duties. Corry v. Robinson, 18 Tax 
C. 411 (1934). See Schedule E, Rule 18 (2); 
Section 17, Finance Act of 1923. 

2 A regulation of the Board of Inland Rev- 
enue provides that in case of a pension paid 
to a nonresident on or after April, 1946, an 
appropriate tax deduction card under the ‘‘pay- 
as-you-earn’’ regulations must be issued unless 
the pension arises wholly from employment 
abroad. 

21In the case of pensions from the United 
Kingdom Government for governmental serv- 
ices, Article X of the convention exempts the 
recipient from United States tax unless he is 
a United States citizen who is not also a 
British subject. He is subject to United King- 
dom tax regardless of where he resides. If 
he is a resident in the United States, he will 
be allowed credit for United Kingdom tax 
against United States tax under Article XIII (1). 

22 Chamney v. Lewis, 17 Tax C. 318 (1932). 
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the employment is exercised.” In contrast, 
however, to the provision of Section 119 (a) 
(3) of the Internal Revenue Code, English 
law does not accept the country of per- 
formance as the country of source.* Even 
where the duties of the employee were wholly 
or mainly performed abroad, the remunera- 
tion could be claimed only in the United 
Kingdom. It was held that as the employ- 
ment was “not shown to be wholly out of 
the United Kingdom, the whole source of 
his income [could] not be overseas.”* In 
the case of Bennet v. Marshall,® in which 
the vice-president of an American corpora- 
tion in charge of overseas sales performed 
his services in part in the United Kingdom 
and received his remuneration in Canada, it 
was held that the location of the source de- 
pended not on the place of performance but 
on the place of payment, and that tax was 
chargeable as a tax on income from a for- 
eign possession, under Schedule D, Case V, 
Rule 2, and only to the extent to which it 
was remitted to the United Kingdom, and 
not under Schedule E on the full income 
derived from the employment. 


The English law regards as source of in- 
come from employment the contractual re- 
lationship between the employer and the 
employee. Whether such source is within 
or without the United Kingdom, depends 
on all essential aspects of this relationship 
in the individual case—not only on the place 
where payment was made or the services 
were performed, but also on the place where 
the employer resided and the place where 
the contract was made. Where performance 
is abroad but the employer resides and pay- 
nrent is made in the United Kingdom, the 
source is within the United Kingdom. 
Where performance is in the United King- 
dom, but the employer resides and payment 
is made abroad, the source is outside the 
United Kingdom. 


Sources of income from employment within 
the United Kingdom, assessable under Sched- 
ule E, are: 


23 Schedule D, 1 (a) (iil). 

For the purposes of Article XIII of the 
convention (relief by credit for foreign tax), 
the United Kingdom has accepted the principle 
of the United States law. 

* Foulsham v. Pickles, A. C. 458. (1925). This 
case was confirmed by Turner and McKenna v. 
Eaton, A. C. 162 (1937), in which a mining 
engineer was employed by a company regis- 
tered in London, and performed his services 
exclusively abroad. The greater part of his 
remuneration was paid, however, in the United 
Kingdom, where he was held to be resident be- 
cause he kept a house there in which the family 
lived and spent a portion of each year on leave 
in England. 

261K. B. 591 (1938). 


(a) All public offices™ and employments, 
including the office of a director of a com- 
pany which is resident and controlled in the 
United Kingdom, regardless of whether or 
not the duties are performed in the United 
Kingdom.” Where such a company pays 
director’s fees to a United States citizen 
residing in the United States, the fees are 
subject to United Kingdom tax even though 
the recipient has never been in the United 
Kingdom. 

(b) All offices and employments the duties 
of which are wholly or mainly performed in 
the United Kingdom. 


Sources of income from employment outside 
the United Kingdom which is not chargeable 
to nonresidents, are offices and employments 
(a) wholly performed abroad, and (b) 
either (i) wholly paid abroad or (ii) per- 
formed for a nonresident employer. 

A nonresident who performs his duties 
partly in the United Kingdom and partly 
abroad is taxable on his remuneration as 
derived from a source within the United 
Kingdom to the extent to which he per- 
forms his duties in the United Kingdom. 


Under the double taxation convention, 
compensation for labor and personal serv- 
ices performed in the United Kingdom by 
a resident of the United States is taxable in 
the United Kingdom only. The United 
States will allow credit for United Kingdom 
tax on such income. (Article XIII (3).) 
This, however, does not apply (1) to a per- 
son present in the United Kingdom for not 
more than an aggregate of 183 days during 
the year of assessment and employed by a 
resident in the United States” (Article XI 
of the convention), or (2) to a guest pro- 
fessor or teacher visiting the United King- 
dom for teaching purposes for a period not 
exceeding two years. (Article XVIII of the 
convention.) In both cases the remunera- 
tion is exempt from tax in the United 
Kingdom. 


Profession 


(8) Profession is regarded as a source of 
income within the United Kingdom if the 
professional activity is exercised there.” A 


27 As defined by Rule 6 of Schedule E. 


28 Proctor v. Ryall, 14 Tax C. 204 (1928); 
McMillan v. Guest, A. C. 561 (1942). 


27 An individual employee of a United States 
domestic corporation who is a resident of the 
United States would be exempt from United 
Kingdom tax under Article XI (2). See I. T. 
3876, 1947-23-12682, p. 6. 


% Schedule D, 1 (a) (iii). 
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nonresident who, within the scope of his 
profession as a lawyer, doctor, public enter- 
tainer, etc., performs personal services within 
the United Kingdom is subject to United 
Kingdom tax on the profits from such source 
unless (1) he is present within the United 
Kingdom for not longer than 183 days in 
the year of assessment (Article XI (2)), or 
(2) he is a guest teacher or professor visit- 
ing the United Kingdom for not longer than 
two years (Article XVIII), in which case 
the compensation for professional work is 
exempt from United Kingdom tax. 

An American citizen residing in New 
York for the greater part of the year, and 
carrying on his profession as an attorney in 
New York, used to spend two months every 
year at a shooting lodge in Scotland.” He 
was regarded as a resident for United King- 
dom tax purposes. It was held, however, 
that he was not chargeable to tax under 
Case II of Schedule D on the full profits of 
his profession carried on abroad, but only 
under Case V, Rule 2, of Schedule D on the 
amounts received in or remitted to the 
United Kingdom. “It has in practice never 
been suggested that a taxpayer in Mr. Cad- 


walader’s position is chargeable on the full . 


profits of a profession carried on entirely 
abroad.” * A French actor who comes regu- 
larly, season after season, to act in London 
would not be liable to tax on his earnings 
outside the United Kingdom although for 
United Kingdom income tax purposes he 
would be regarded a resident. 


Nonresidents’ Trade 


(9) Profits from trade of nonresidents * are 
deemed to be derived from a source within 
the United Kingdom if the trade is carried 
on within (in contrast to with) the United 
Kingdom.™ In case of a merchant’s busi- 
ness, the primary object of which is the sale 
of goods at a profit, or in case of contracts 
for the carriage of goods by sea or for the 
transmission of cable messages, the trade 
was held to be carried on in the United 
Kingdom if the contracts were habitually 


31 Commissioners of Inland Revenue v. Cad- 
walader, 5 Tax C. 101 (1904). 

® Report of the Income Tax Codification Com- 
mittee, 1936, Vol. I, p. 44. 

33 Companies and partnerships are nonresident 
in the United Kingdom if their business is 
Managed and controlled abroad, regardless of 
whether one or more of the partners are resi- 
dent in the United Kingdom. 

* “The mere fact of a foreigner selling his 
goods to English customers does not constitute 
an exercise of trade within this country, al- 
though he is trading with this country.’’ Lord 
Davey in Grainger v. Gough, A. C. 346 (1896). 


United Kingdom Nonresidents 


made there, for instance, by the acceptance 
of the customer’s order through an author- 
ized agent or by the agent’s posting the ac- 
ceptance of his principal sent to him for 
forwarding to the customers in the United 
Kingdom,” regardless of whether the con- 
tracts were wholly or partly carried out 
abroad.® Where the agent had no authority 
to accept orders on behalf of his principal, 
but sent them to his principal for acceptance 
abroad, there was no trade within the 
United Kingdom, and there were no taxable 
profits from a source within the United 
Kingdom.” If business operations or trans- 
actions other than sales of goods take 
place in the United Kingdom, trade may 
be deemed to be carried on there even 
though the contract is made abroad. A con- 
tract between a foreign firm of constructural 
engineers and an English firm for the erec- 
tion of a hotel in England against payment 
in England, for instance, would be regarded, 
in connection with similar transactions, as 
trade within England even though the con- 
tract was made in Paris.” The same would 
apply to a contract between nonresidents, a 
substantial part of which was to be per- 
formed in the United Kingdom.” 


A nonresident who, for United Kingdom 
tax purposes, would be regarded as a resident 
of the United Kingdom, although his ordi- 
nary residence is abroad, would be in a 
position similar to that of the professional 
man who while exercising his activities at the 
place of his ordinary residence abroad, is 
deemed, for tax purposes, to be resident 
in the United Kingdom. (See “Profession,” 
supra.) He would not be charged under 
Schedule D, Case I, on the full profits 
from his business abroad, but only on the 
amounts received in or remitted to the 
United Kingdom. (Schedule D, Case V, 
Rule 2.) A United States resident who 
comes regularly to London to look after his 
business there may technically be regarded 
as a resident of the United Kingdom, but 
would not be assessable to United Kingdom 
tax on his profits in the United States.“ 


% BH. & P. Lavazzi v. Hare and T. L. Boyd 
& Son, Ltd. v. Stephen, 15 Tax C. 247 (1926). 

36 Maclaine v. Eccott, A. C. 424 (1926); EHrich- 
sen v. Last, 8 Q. B. 414 (1881); W. H. Mueller 
and Company, Ltd. v. Lethem, A. C. 34 (1928); 
Wingate v. Webber, 3 Tax C. 569 (1897); and 
many others. 

31 Grainger v. Gough, supra; Smith and Com- 
pany v. Greenwood, 3 K. B. 583 (1921), A. € 
417 (1922). 

38 Scrutton, L. J., in Mueller v. Lethem, 13 
Tax C. 126 (1928). 

39 Ibid. 

40 Lowenstein v. de Salis, 10 Tax C. 424 (1926). 

41“) | . moreover ... the cases lay down 
that any measure of control (however small) 


851 





Under Article III (2) of the convention, he 
would also be exempt from tax on his profits 
from trade within the United Kingdom if he 
carries on his business in the United King- 
dom without a permanent establishment 





(Footnote 41 continued) 

exercised in this country by an individual car- 
rying on business abroad may be sufficient to 
bring the whole of the profits of the business 
within the ambit of the income tax law.” Re- 
port of Income Tax Codification Committee, 
loc. cit. 





there. If he had a branch in the United 
Kingdom, he would be chargeable to tax on 
his total income from sources within the 
United Kingdom, and would lose the bene- 
fit of the exemptions from tax on interest, 
dividends and royalties from sources within 
the United Kingdom.* [The End] 


# Because he is engaged in trade or business 
in the United Kingdom through a permanent 
establishment. (Article II (*).) 








TAXING REFUNDED MUNICIPALS—Continued from page 790 


and already looking in the same direction as 
the Tax Court.” They all point to older 
language from the Seventh Circuit (charac- 
terized as dictum,” which expresses the 
search for Congressional intention :* 


“Mergers, consolidations, reorganizations 
are, in the ordinary significance of those 
terms, confined to private corporations, and 
the debates of Congress and the words of 
the statute disclose not the slightest evi- 
dence of intent that a... municipal corpo- 
ration should be included in the exemption 
from taxes provided in cases of reorganiza- 
tions of corporations.” 


Recognition or nonrecognition is a two- 
edged sword, as Judge Chase’s dissent in 
the Emery case points out, in that it cuts 
both ways; but other provisions of the Code 
(Sections 117(d)(1) and (2)) drastically 
limit the amount of loss which may be 
claimed by a corporation and, almost as 
seriously, the amount which may be claimed 
by an individual. Hence the loss-edge of 
the sword is considerably dulled, so to speak, 
and the taxpayer is hardly as well off as he 
would have been had the nonrecognition 
provisions applied. 


Unconstitutional Discrimination 


Some of the underbrush obscuring a Clear 
view of the problems of taxing the refunding 
of municipals deserves only a quick cutting. 
At the outset, there seems to be little ques- 
tion that many refinancing transactions will 
in the Sixteenth 


involve taxable income 
31 See Motor Products Corporation [CCH Dec. 
12,885], 47 BTA 983 (1942), aff'd per curiam 
[44-1 ustc 9308] 142 F. (2d) 449 (CCA-6); foot- 
note 26, supra. 

% By Tax Court Judge Le Mire, dissenting in 
Emery, supra. 

3 Speedway Water Company v. U. 8. [39-1 
ustc { 9212], 100 F. (2d) 636. See also Motor 


Products Corporation, supra. 
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Amendment sense. Further, it seems incon- 
ceivable that there might ever be an absence 
of legitimate corporate business purpose un- 
der the Gregory doctrine. Still further, a 
nondiscriminatory tax on the capital gains 
from dealing in municipals is plainly ex- 
cluded from the operation of the immunities 
policy; if Congress chooses, the profits may 
be declared the basis for a proper exaction. 


A constitutionally taxable event having been 
found, the intent of Congress to relieve it 
from taxation is of controlling importance; 
of that proposition, there can be no doubt. 
But where, as in the Emery case, that inten- 
tion is anything but clear, reference to outside 
conditions may resolve the conflict. In. the 
enactment of the nonrecognition exemptions, 
several considerations would seem important. 
To limit the taking of losses would be only a 
secondary point since this otherwise profitable 
pastime has already received the attention of 
the lawmakers. Of primary importance, it 
would seem, would be a sort of positive 
legislative Gregory rule, to allow legitimate 
reorganizations to be consummated without 
the burden of immediate taxation ™ when 
there may be little available from which to 
pay the tax. This would indicate a two- 
directional point of view: the motive of en- 
couraging the tidying of corporate financial 
houses without the hampering effect of share- 
holder and bondholder reluctance to co- 
operate because of fear of taxes, and relenting 
in favor of the security owner by postponing 
financial burdens until something substantial 
is at hand. 






*% The effect of the nonrecognition provisions 
is to postpone the imposition of the tax, not to 


allow a gain to escape intact. In view of the 
uniform upward tendency in individual tax 
rates (until the Revenue Act of 1948), a guess 
seems warranted that the postponement has 
been profitable for the Treasury, notwithstand- 
ing the twenty-five percent maximum tax on 
long-term gains. 
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Such policies are equally applicable whether 
the securities be industrials, utilities, rails or 
municipals. That some of the subdivisions of 
the Code section “could apply only to... 
[Industrials], seems but to show that where 
Congress had to be explicit in regard to 
private corporations, it knew how to be. 
[The use of the term ‘reorganization’ ap- 
pears to indicate that where] the term used 
did clearly cover the operations of both 
[private and municipal corporations], it was 
intended to include both: Congress did not 
expressly confine it to private corporations 
to conform it to the inherent limitations of 
the other clauses.’”™ 


As the Emery case applies the Code, indus- 
trials are protected under the nonrecognition 
section, while municipals are not. This is a 
plainly discriminatory operation of a statute 
that, under the force of the instrumentality 
immunities philosophy, renders the section 
unconstitutional as interpreted. The ma- 
jority claims to have found the intention of 
Congress; but nowhere does the infirmity 
of discrimination fathered by the immunities 
doctrine seem to have come to the attention of 
the courts. It is hardly likely that Congress 
would intentionally seek to impinge on the 
smaller units of government unfairly when it 
has already shown an explicit intention to 





35 Judge Chase’s dissent in Hmery v. Com- 
missioner, footnote 25, supra. 

36 See Code Section 22 (b) (4), which expressly 
excludes from gross income the interest upon 
the obligations of a state, territory, or any 
political subdivision thereof, or the District of 
Columbia. 


- construction. 


ignore the direct income from the bonds them- 
selves ;* and the legislature would not wish an 
unconscionable meaning to be read into a stat- 
ute which is readily susceptible of a proper-end 
Courts should always interpret 
a statute so as to avoid an unconstitutional 
result. As against such controlling reasons, 
it is persuasive that the continuous-interest 
rule will be considered as satisfied by a 
simple refinancing of municipal obligations.” 
While the Emery case is still unchallenged, 
the financial tremulousness of our cities, 
may well combine, in the long run, with the 
unfortunate effect of the discrimination to 
encourage investors to buy into industrials 
at the expense of municipals. [The End] 


31 The continuous interest rule was not directly 
discussed in the Emery case on appeal, although 
it was considered by the Tax Court. Concededly, 
had the securities been industrials, the refund- 
ing would not have been taxable. Under an 
almost identical situation, in Neustadt Trust v. 
Commissioner, footnote 17, supra, outstanding 
six per cent debentures of Paramount Pictures, 
Ine., were exchanged for a like amount of ten- 
year 3% per cent convertible debentures of the 
same company. LeTuwulle v. Scofield was judici- 
ally noticed, but was said to be not applicable 
in an even exchange of bonds. The Commis- 
Sioner urged that the deal was a mere refinanc- 
ing operation, not a reorganization under the 
statute. The court held otherwise and found 
the nonrecognition sections applicable. See also 
Otto Kahn [CCH Dec. 7845], 27 BTA 244 (1924). 
One writer would contend that subsections E 
and F of Section 112 (g) do not raise the issue 
of corporate control. ‘“Taxation of Reorganiza- 
tion Exchanges,’’ 50 Yale Law Journal 1237. 
Does this mean that where subsections E and F 
are drawn in question, the continuous-interest 
test is not pertinent? See footnote 23, supra. 
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CITY TAXES 


Portsmouth joined the ranks of the Ohio cities imposing income taxes with the 
recent enactment of an ordinance levying a tax on all salaries, wages and net 
profits earned during the period beginning October 1, 1948, and ending December 
31, 1951. 


Taxing Refunded Municipals 





by J. H. Landman 


Peat, Marwick, Mitchell & Co. 
New York 


Tax Briefs... 


Alimony Payments. An obligation to 
make monthly payments incident to a di- 
vorce, even though the agreement makes 
no specific requirement for the procurement 
of a divorce, warrants that the payments be 
treated as deductible alimony. George T. 
Brady [CCH Dec. 16,468], 10 TC —, No. 


Premiums paid on insurance policies held 
in trust are deductible as alimony payments 
where the divorce decree provides for them 


even though the divorced wife is not the 


sole beneficiary of the insurance trust. 
Estate of Boies C. Hart [CCH Dec. 16,484], 
11 TC —, No. 2. 


- Disguised Taxable Dividends. Royalty 
payments that are in fact dividends are 
not deductible as business expense. Ingle 
Coal Corporation [CCH Dec. 16,469], 10 
TC —, No. 156. 

Royalties paid stockholders for a bona 
fide secret formula are deductible expenses 
and not dividends, even though the taxpayers 
are controlling stockholders. Wall Products, 
Inc. [CCH Dec. 16,497], 11 TC —, No. 6. 


Reallocating Income over Years Engaged. 
The Commissioner of Internal Revenue does 
not acquiesce in the holding that the period 
of unsuccessful seeking for a stock purchaser 
is includible in the at least thirty-six-month 
time qualification for the privilege of reallo- 
cating income over the time the broker’s 
services were rendered in order to effect 
tax economy. James D. Gordon [CCH Dec. 
16,378], 10 TC —, No. 104 (nonacq.). 


War Losses. The Commissioner of Inter- 
nal Revenue acquiesced in allowing a war 
loss deduction to a _ resident alien who 
proved that the property was in existence 
when war was declared and established its 
tax value at that time. David Schnur [CCH 
Dec. 16,239], 10 TC 208 (acq.). 


Military Bases Not Possessions. Mili- 
tary bases leased by the United States Gov- 
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ernment in Newfoundland, Bermuda and 
elsewhere do not constitute “possessions” 
within the meaning of Code Section 251. 
Consequently, no special tax advantages 
accrue therefrom. I, T. 3914. 


Excise Tax. Excise taxes may be con- 
fined to the admission charge for the use 
of a skating rink if this charge is separated 
from the price for the use of skates and 
checking facilities. M. T. 29. 

Because they are not commercially known 
as jewelry, articles merely coated with a 
very thin layer of precious metal or its alloy 
are not subject to the twenty percent tax 
when sold at retail. S. T. 935. 


Invalid Family Partnerships. A family 
partnership is invalid for tax purposes where 
no gift by the father to his wife and children 
is actually completed, where he continues 
to control the operation of the business as 
in the past, and where no new contribution 
of capital is made or no significant skill is 
offered. F. W. DeLong v. Marion H., Allen 
[48-2 ustc J 9326], DC Ga. 

A family partnership is invalid for tax 
purposes when a father donated to his wife 
and children some of his corporate stock, 
the assets of which corporation were used 
to organize a partnership after the corpo- 
ration had been dissolved eight months pre- 
viously, and the wife and children were 
otherwise adequately compensated for what 
services they rendered. Mario Morano [CCH 
Dec. 16,503(M)], TC memo. op. 


A partnership consisting of husband, wife 
and trusts for children is not recognizable 
for tax purposes to the extent that the 
partners do not contribute important serv- 
ices or independent capital. Milton Green- 
berger [CCH Dec. 16,443(M)], TC memo. 
op. 

Valid Family Partnerships. The part- 
nership interests which sons acquired from 
their father by promissory notes are valid 
for tax purposes, even though the notes were 
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discharged from the sons’ shares of part- 
nership earnings and their services to the 
partnership were deferred because of school 
attendance or military service, where the 
father had acquired the sons’ interests from 
the former’s partner, who was desirous that 
these men acquire this interest. W. O. Cub 
bertson, Sr. v. Commissioner [48-2 ustc 
J 9324], CCA-5; rev’g TC. 


The distributive profit terms of a husband 
and wife partnership are recognizable for 
tax purposes where their skills and inde- 
pendent capital contributions warrant them. 
Canfield v. Commissioner [48-2 ustc J 9337], 
CCA-62: reve TC. 


Unreasonable Surplus Accumulations. A 
semipublic-held corporation that distributed 
fifty-two percent of its income as dividends 
is subject, nevertheless, to the Section 102 
surtax where the balance constitutes an un- 
reasonable corporate accumulation of earn- 
ings and six of the directors spared them- 
selves the impact of higher surtaxes. Trico 
Products Corporation v. McGowan [48-2 ustc 
q 9344], CCA-2. 

Where it is factually established that a 
corporation’s accumulated earnings are be- 
yond the reasonable needs of the business 
and that the corporation was availed of for 
the purpose of sparing its principal stock- 
holders from additional surtaxes, the cor- 
poration is subject to the imposition of the 
Section 102 penalty tax. World Publishing 
Company v. U. S. [48-2 uste J 9346], CCA-10. 


Allocation of Depreciation. Depreciation 
deductions are allocable between the tax- 
able and nontaxable beneficiaries of a trust. 
Robert L. Scott v. U. S. [48-2 ustc J 9323], 
Ct Cis. 


Compensation in Notes Deductible. Com- 
pensation paid in promissory term or de- 
mand notes by a corporation to its president 
is deductible when paid within 2%. months 
after the close of the taxpayer’s fiscal year, 
provided the notes are readily discountable. 


Mundet Cork Corporation [CCH Dec. 16,494], 
TC memo. op. 


Withholding Tax Payments. Payment of 
income taxes withheld at the source on 
wages may be made to proper government 
depositories within fifteen days, instead of 
ten days, after the close of each month. 


T. D. 5644, amending Regulations 116, Sec- 
tion 405.605. 


Abandonment Losses. If the cost of labor 
and materials is deducted in the year of 
production of certain property treated first 
as inventory and then as nondepreciable 
capital assets, no deductible abandonment 


Tax Briefs 


losses arise when these assets are scrapped, 
because the taxpayer would thus enjoy dou- 
ble deductions. J. E. Mergott Company 
[CCH Dec. 16,496], 11 TC —, No. 5. 


Rentals As Installment Payments. If 
rentals for machinery are in fact fixed monthly 
payments towards its purchase at the close of 
the alleged leasehold upon the payment of 
a nominal final sum, they are not deductible 
expenses. However, the portion of the 
payments which constitutes interest is de- 
ductible. Judson Mills [CCH Dec. 16,485], 
11 TC —, No. 3. 


Surrender of Claim in Exchange for Stock 
Tax Free. The surrender of judgment claims 
to a debtor in exchange for controlling 
stock of a corporation is a proper Section 
112(b)(5) tax-free reorganization. A. E. 
Duncan [CCH Dec. 16,027], 9 TC 468 (acq.). 

Contributions to Non-Tax-Exempt Em- 
ployees’ Benefit Trusts. The Commissioner 
of Internal Revenue does not acquiesce in 
the determination that contributions made 
by employer-corporations to non-tax-ex- 
empt trusts for the welfare of employees 
are deductible ordinary and necessary ex- 
penses. Surface Combustion Corporation 
[CCH Dec. 16,051], 9 TC 631 (nonacq.). 

Denial of Net Operating Loss. The loss 
on the current sale of building and land 
formerly used in the business of an indi- 
vidual does not now give rise to a net op- 
erating loss carry-back when the loss arose 
out of a sale to terminate, and not as an 
incident to the ordinary and normal course 
of a trade or business. WW. D. Foreman v. 
Harrison [48-1 ustc J 9303], DC Ill. 


Salary for Executive in Military Service. 
Salary and bonus to a key official while on 
military duty are recognized as proper com- 
pensation deductions for current and past 
services when the company is interested 
in retaining the employee upon release. 
Hemenway-Johnson Furniture Company, Inc. 
[CCH Dec. 16,473(M)], TC memo. op. 


Debentures for Preferred Stock Bona 
Fide Indebtedness. Debentures with some 
of the formal characteristics of equity own- 
ership, which are issued in redemption of 
preferred stock, constitute indebtedness if 
the latter is true in fact. Interest thereon, 
therefore, is deductible. Jbid. 


State Tax Deduction. A state tax deduc- 
tion may be disallowed in the final federal 
return of a decedent when his check is not 
honored by his bank because of the bank’s 
knowledge of his death. Estate of James W. 
Hubbell [CCH Dec. 16,470], 10 TC —, No. 
t57. 
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Void Compromise of Tax Deficiency. A 
compromise of a tax deficiency may be 
voided when the compromise agreement is 
induced by a mutual mistake of a material 
fact. U.S.v. Pitiman et al. [48-2 ustc { 9328], 
DC Ga. 


Deductible Dividends Paid on Preferred 
Stock by Bank. Deductions from gross in- 
come allowed to certain banks and insur- 
ance companies for dividends paid on pre- 
ferred stock owned by the United States or 
its agencies exempt from federal income 
taxes, are allowable even if such dividend 
payments exceed the amount of earnings 
and result in a net operating loss. I. T. 
3912. 


Musicians. For purposes of federal em- 
ployment taxes and income tax withholding, 
musicians in a band may be partners or em- 
ployees of a non-musician, or employees of 
an orchestra leader, according to the facts 
in the particular situation. Mim. 6284. 


Recovery of Illegal Tax from Collector. 
A proceeding to collect a tax illegally exacted 
must be brought against the collector to 
whom it was actually paid, even if he was 
only acting collector at the time. Columbus 
Circle Arcade Company v. Pedrick [48-2 ustc 
79321i, DC N.. ¥. 


Nonresident Alien Doing Business. The 
mere liquidation of stock exchange accounts 
by brokers does not constitute engaging in 
trade or business in the United States. 
Therefore, a nonresident alien in whose be- 
half such act was consummated is not sub- 
ject to federal tax on this account. Fernand 
C. A. Adda [CCH Dec. 16,482], 10 TC —, 
No. 168. 


Stamp Tax on Convertible Securities. A 
transfer of a convertible debenture or pre- 
ferred stock is subject to stamp tax. There 
is no separate stamp tax on the right to 


convert until the conversion is exercised. 
Mm. FE... 27. 


OPA Violations. A counterfeiter of sugar 
ration stamps is taxable on the amount re- 
ceived in excess of the ceiling price on the 
sale of sugar. Such earnings are not tax- 
free income from embezzlement. Petit [CCH 
Dec. 16,475], 10 TC —, No. 161. 


Amortization of War Facilities. War fa- 
cilities not owned by a taxpayer on September 
29, 1945, are not subject to accelerated 
amortization over a shortened period. Ken- 
Rad Tube & Lamp Corporation [CCH Dec. 
16,472], 10 TC —, No. 159. 


Abnormal Deductions (Section 711). The 
cost of premiums distributed to theater 


patrons is not such an abnormal deduction 
as to permit its restoration to base period 
net income, in order to increase a taxpayer’s 
excess profits income credit, if it is associated 
with increased business activity and is not 
abnormal as a class when used for the first 
time in the year immediately prior to the 
base period (1936 to 1939). Similarly, de- 
duction of officers’ salaries paid for the first 
time in 1936 on a cash rather than on an ac- 
crual basis, at the direction of the Com- 
missioner of Internal Revenue, is not ab- 
normal as to class or amount, and is there- 
fore not restorable to base period net in- 
come for excess profits tax purposes. Col- 
onial Amusement Company of Philadelphia 
[CCH Dec. 16,499], 11 TC —, No. 8. 


Casualty Loss (Section 711). Casualty 
loss from a tornado is restorable to base 
period (1936 to 1939) income in order to 
arrive at a taxpayer’s average base period 
net income. Schneider Grocery Company 
[CCH Dec. 16,478], 10 TC —, No. 164. 


Bad Debts. Bad debts disallowed as a 
deduction because the taxpayer availed it- 
self of the loss in a prior consolidated 
return, or because the loss occurred in an 
earlier year, may not be restored to accum- 
ulated earnings for invested capital credit 
purposes to compute excess profits taxes. 
However, if the debt remains collectible, it 
may be so included. Seiberling Rubber Com- 
pany v. Com’r [48-2 ustc J 9343], CCA-6. 


Abnormal Income (Section 721). Gain 
on the installment sale of real property in 
an excess profits tax year does not give 
rise to abnormal income that may be at- 
tributed to the earlier non-excess profits 
tax year in which the sale actually occurred. 
R. H. Bogle Company, Inc. [CCH Dec. 16,480] 
10 TC —, No. 166. 


Temporary Economic Depression (Sec- 
tions 722 (b) (1) and 722 (b) (2)). The 
antagonism of trade-unionism toward an in- 
centive wage plan between 1933 and 1939 
inclusive constituted a temporary economic 
and physical interference with the normal 
operations of the taxpayer in 1936, 1938 
and 1939. Excess profits tax relief is war- 
ranted, therefore, under Sections 722 (b) 
(1) and 722 (b) (2). Dyer Engineers, Inc. 
[CCH Dec. 16,477], 10 TC —, No. 163. 


Commitment for Change in Capacity 
(Section 722 (b) (4)). A commitment for a 
change in capacity arises when a citrus or- 
chard, planted in 1935, does not reach ma- 
turity until 1941. The acquisition of such 
an orchard in 1932, however, does not 
constitute such a commitment because the 
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orchard reached maturity before December 
31, Be. EB. PF. C. 3. 


Advances to Bank on Assigned War Con- 
tract Borrowed Invested Capital. Advances 
to a bank to finance a war contract assigned 
to the bank are, nevertheless, contractor’s 
borrowed invested capital for excess profits 
tax purposes. Brann & Stuart Company, 
[CCH Dec. 16,047], 9 TC 614 (acq.). 


New Capital. In a statutory reorganiza- 
tion, new stock to stockholder-creditors in 
reduction of debt does not constitute new 
capital, which, if it existed, would entitle 
the taxpayer to an additional twenty-five 
percent in its equity-invested capital for 
excess profits tax purposes. Ingle Coal 
Corporation, supra. 


Charitable Remainder Disallowed. In ar- 
riving at gross estate tax, charitable re- 
mainders are deductible when they are as- 
certainable as to amount; and they are so 
when they may be invaded for the interven- 
ing life tenants for the care of their health, 
support or maintenance, to the extent of 
$5,000 per year, if the possibility of invasion 
is remote and the act has to be authorized 
by the court having jurisdiction over the 
trust. Wilma E. Berry [48-2 ustc J 10,628], 
77 ¥F.. Sapp. 581 (DC. Wis:). 


Division of Community Property Not 
Minimization of Estate Taxes. If a divi- 
sion of community property into a tenancy 








in common prior to Revenue Act of 1948 
was motivated primarily by a desire to 
escape estate taxes, the transaction was 
wrought in contemplation of death. Con- 
sequently, it is included in its entirety in 
the deceased spouse’s gross estate. Estate 
of Edwin W. Rickenberg [CCH Dec. 16,483], 
11 TC —, No. 1. 


Trust Not in Contemplation of Death. 
A trust created by a healthy grandmother, 
about sixty years of age, to provide for 
English granddaughter because of the pos- 
sibility of conscription of wealth during 
World War II, was not set up in contem- 
plation of death. Therefore, it is not includ- 
ible in the gross estate of its creator. 
Estate of August Demoise Schmucker [CCH 
Dec. 16,471], 10 TC —, No. 158. 


Disclaimer of Inheritance. A beneficiary 
may disclaim an interest in a trust even if 
the result is a complete charitable trust 
which need not be included in the creator’s 
estate for estate tax purposes. Estate of 
Ida F. Doane [CCH Dec. 16,476], 10 TC —, 
No. 162. 


Long Leasehold Not Realty. The Com- 
missioner of Internal Revenue holds that 
a foreign ninety-nine-year leasehold con- 
vertible into one for 999 years is not realty 
and therefore is includible in a decedent’s 
gross estate. De Perigny [CCH Dec. 16,100], 
9 TC 782 (nonacq.). 


PERSONALS FROM THE TREASURY CALENDAR 


On Thursday, September 23, Under Secretary of the Treasury Edward H. 
Foley, Jr., will address the American Institute of Accountants at Chicago, Illinois. 


Thomas J. Lynch, General Counsel, will speak before the Real Property, 
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Probate and Trust Law Section of the American Bar Association at the asso- 
ciation’s annual convention in Seattle, Washington, on September 6. On Sep- 
tember 28, Mr. Lynch will attend the meetings of the Tax Executives Institute, 
Mount Washington Hotel, Bretton Woods, New Hampshire. 













Assistant Commissioner of Internal Revenue Stewart Berkshire is being 
transferred to San Francisco, where he will head the Pacific Division of the 
Bureau’s Technical Staff. A farewell reception was given for him August 18 
at the Kennedy-Warren. 


Aubrey H. Marrs, Head of the Bureau’s Technical Staff, has returned from 
an inspection trip to field offices of the Bureau in Honolulu, Territory of Hawaii. 


Deputy Commissioner Paul A. Hankins has been assigned to the Atlanta, 
Georgia office to be in charge of accounts and collections for District No. 5. 





eos MILLENIUMS, people have been 
fascinated by the idea of making artificial 
persons to do their bidding. At first this 
was in the realm of black magic. By the 
time of the industrial revolution, there act- 
ually were constructed weird creatures that 
could do such things as play chess with the 
unwary; and if occasionally it was found 
that a human being was inside the mechan- 
ical whatsis, this was but a sign of the wili- 
ness of the particular owner, and did not in any 
way impugn the principle of the automaton. 


As people became financially more sophis- 
ticated, the corporation was put to practical 
use. It long had been realized that while a 
corporation has some manner of existence, 
it unquestionably differs from an individual 
in vital respects; thus, in 1243, Pope Innocent 
IV wrote learnedly on why a corporation, 
though a person, cannot be excommunicated.” 
And it has been noted that the “first creation 
of ‘Arabian’ law was the concept of the tn- 
corporeal person.”* But fiscal planners were 
not completely reassured until the United 
States Supreme Court gave its blessing; it 
held that for the purpose of the “due process” 
clause in the Fifth Amendment, “person” 
meant a corporation as well as an individual.* 
Here at last was the ideal mechanical man 
which, clad decently and decorously in a 
corporate charter, could do its master’s bid- 
ding. Varlet, go thou and save me taxes. 


A CORPORATE CREATURE cannot 
+X be gainsaid merely because it happens to 
be man-made. “But it leads nowhere to call 
a corporation a fiction,” said Mr. Justice 
Holmes. “If it is a fiction it is a fiction created 


1Sir Thomas Erskine Holland, The Elements 
of Jurisprudence (Oxford University Press, 
1924), p. 100. 

2 Oswald Spengler, The Decline of the West 
(Knopf, 1928), Vol. II, p. 67. 

3 Union Pacific Railroad Company v. 
99 U. S. 760 (1879). To some, ‘‘corporation’’ is 
synonymous with ‘“‘large corporation.’’ See 
Peter F. Drucker, Concept of the Corporation 
(John Day Company, 1946), p. 4n. 
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IX 

-Moline Properties, Inc. 
May the Taxpayer Ignore 
the Corporate Entity? 


Tax Classics... by Robert S. Holzman 


by law with intent that it should be acted on as 
if true. The corporation is a person and its 
ownership is a nonconductor that makes it 
impossible to attribute an interest in its prop- 
erty to its members.” * So corporations were 
used as tax-saving devices. The following 
step was to use corporations as tax- 
evasion devices. The obvious next step was 
the edict of Court and Congress (in that 
order) that the Commissioner may disre- 
gard the corporate setup, if it is only a sub- 
terfuge to evade taxes, where there is no 
economic reality. “[The] Government may 
not be required to acquiesce in the taxpay- 
er’s election of that form for doing business 
which is most advantageous to him. The 
Government may look at actualities and 
upon determination that the form employed 
for doing business or carrying out the chal- 
lenged tax event is unreal or a sham may 
sustain or disregard the effect of the fiction 
as best serves the purpose of the tax statute.” * 

But does the taxpayer also have this option 
of denying the existence of a separate corpo- 
rate entity if this denial will serve his tax 
purposes? Or is the option a one-edged 
sword that the Commissioner alone may 
draw? 

Uly O. Thompson organized a corpora- 
tion to be used as a security device in con- 
nection with certain Florida realty owned 
by him. The property was conveyed to 
the corporation, which assumed the mort- 
gages upon it. The stock itself was used 
by Thompson as security for a loan to pay 
taxes on the property. Subsequently the 
loan was repaid and the mortgages were 
refinanced with a different mortgagee, and 
control of the corporation reverted to Thomp- 
son. Until 1933, the only business done by 
the corporation was the assumption of this 
mortgage, the defense of certain condemna- 


* Klein v. Board of Supervisors, 282 U. S. 19 
(1930). 

5 Higgins v. Smith [40-1 ustc § 9160], 308 U. S. 
473 (1940). 
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tion proceedings and the institution of a 
suit to remove various restrictions from the 
property. In subsequent years parcels of 
the property were sold, and Thompson 
sought to include the gain on his own in- 
come tax return rather than upon the cor- 
poration’s. His theory was that the prop- 


erty was really his, for the corporation was 
merely a shell without economic reality. 


CE JUNE 1, 1943, Mr. Justice Reed read 
the Supreme Court’s opinion:*® “The 
doctrine of corporate entity fills a useful pur- 
pose in business life. Whether the purpose be 
to gain an advantage under the law of the state 
of incorporation or to avoid or to comply with 
the demands of creditors or to serve the cred- 
itor’s personal or undisclosed convenience, 
so long as that purpose is the equivalent of 
business activity or is followed by the car- 
rying on of business by the corporation, the 
corporation remains a separate taxable en- 
tity... .. In Burnet v. Commonwealth Imp. 
Co. [3 ustc J 1009], 287 U. S. 415, . . . this 
Court appraised the relation between a cor- 
poration and its sole stockholder and held 
taxable to the corporation a profit on a sale 
to its stockholder. This was because the 
taxpayer had adopted the corporate form 
for purposes of his own. The choice of the 
advantages of incorporation to do business, 
it was held, required the acceptance of the 
tax disadvantages. 


“To this rule there are recognized ex- 
ceptions. ... A particular legislative purpose, 
such as the development of the merchant 
marine, whatever the corporate device for 
ownership, may call for the disregarding of 
the separate entity”... as may the necessity 
of striking down frauds on the tax statute.* 
.. . In general, in matters relating to the 
revenue, the corporate form may be disre- 
garded where it is a sham or unreal. In such 
situations the form is a bald and mischievous 
fiction. Higgins v. Smith [40-1 ustc J 9160], 
308 U. S. 473... . Gregory v. Helvering, 
[35-1 ustc J 9043], 293 U. S. 465. ... 


“The petitioner corporation was created 
by Thompson for his advantage and had a 
special function from its inception. At that 
time it was clearly not Thompson’s alter 
ego and his exercise of control over it was 
negligible. It was then as much a separate 
entity as if its stock had been transferred 


6 Moline Properties, Inc. v. Commissioner [43-1 
ustc J 9464], 319 U. S. 436. 

™Munson Steamship Line et al v. Commis- 
= [35-2 ustrc 9428], 77 F. (2d) 849 (CCA-2, 

8 Continental Oil Company v. Jones [40-2 ustc 
| 9549], 113 F. (2d) 557 (CCA-10, 1940). 
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outright to third persons. The argument is 
made by petitioner that the force of the rule 
requiring its separate treatment is avoided 
by the fact that Thompson was coerced into 
creating petitioner and was completely sub- 
servient to the creditors. But this merely 
serves to emphasize petitioner’s separate 
existence. ... Business necessity, i. e., pressure 
from creditors, made petitioner’s creation 
advantageous to Thompson. 


‘cc HEN petitioner discharged its mort- 

gages held by the initial creditor and 
Thompson came into control in 1933, it was 
not dissolved but continued its existence, ready 
again to serve his business interests. It 
again mortgaged its property, discharged 
that new mortgage, sold portions of its prop- 
erty in 1934 and 1935 and filed income tax 
returns showing these transactions. In 1934 
petitioner engaged in an unambiguous busi- 
ness venture of its own—it leased a part of 
its property as a parking lot, receiving a 
substantial rental. The facts, it seems to 
us, compel the conclusion that the taxpayer 
had a tax identity distinct from its stock- 
holder.” 

“Tn that case,” said Judge Learned Hand, 
“the question was whether the corporation 
might insist upon the Treasury’s including 
capital gains within the gross income of its 
sole stockholder, and the court decided that 
it might not. That was the same situation 
as existed in Burnet v. Commonwealth Im- 
provement Co., supra... . The gloss then put 
upon Higgins v. Smith, supra, was deliberate 
and is authoritative: it was that, whatever the 
purpose of organizing the corporation, ‘so 
long as that purpose is the equivalent of 
business activity or is followed by the car- 
rying on of business by the corporation, the 
corporation remains a separate taxable en- 
tity’. ... That, as we understand, is the 
same interpretation which was placed upon 
corporate reorganizations in Gregory v. Hel- 
vering . . . and which has sometimes been 
understood to contradict the doctrine that 
the motive to avoid taxation is never, as 
such, relevant. In fact it does not trench 
upon that doctrine; it merely declares that 
to be a separate jural person for purposes 
of taxation, a corporation must engage in 
some industrial, commercial, or other activ- 
ity besides avoiding taxation: in other words, 
that the term ‘corporation’ will be inter- 
preted to mean a corporation which does 
some ‘business’ in the ordinary meaning; 
and that escaping taxation is not ‘business’ 
in the ordinary meaning.” ® 


® National Investors Corporation v. Hoey [44-2 
ustc { 9407], 144 F. (2d) 466 (CCA-2, 1944). 
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“The decision in the Moline Properties case 
indicates how strict the courts will 
be in refusing to permit the corporate entity 
to be disregarded by the taxpayer 
[The] rule seems to be that taxpayers who 
choose to do business in corporate form 
must accept the tax disadvantages and will 
not be permitted to ignore the corporate 
entity or to treat income from property bene- 
ficially owned by the taxpayer, or transac- 
tions carried by the corporation for its own 
account as income or transactions of the 
stockholders, and must give the ordinary 
tax consequences to transactions between 
the corporation and its stockholders.”” But 
a former Federal judge thought that the 
message of the Moline Properties case had 
been dictated by moral considerations: “In 
[that case] the existence of the corporation 
has been accepted and its acts have been 
accepted as lawful acts. But the results of 
those acts have been socially undesirable. 
It would seem to follow, it is respectfully 
submitted, that the phrase ‘the separate iden- 
tity may be disregarded’ simply means that 
the courts will not permit lawful corporate 
means to be used to produce anti-social 
stockholder ends in tax relationships between 
the stockholder and the government.” ™ 


F an individual taxpayer elects to use a 

corporation to perform his business chores, 
he cannot claim that the corporation is really 
his alter ego and hence should not be taxed. 
Thus, where a corporation, permitted an in- 
dividual to expand his activities in acquiring 
properties because of greater borrowing 
capacity, this individual as sole stockholder 
could not claim that the resulting income 
was his and not the corporation’s.” Where 
a-corporation is created to perform acts 
which the creator may not perform, the cre- 
ator may consider the corporation and itself 
“as a single taxable person.” * A husband 
and wife who owned apartment buildings 
formed a corporation in compliance with a 
creditor’s demand that they obtain accept- 
able security for indebtedness against these 
buildings, and took stock for their property, 
which stock was then hypothecated. The 
corporation was deemed to have a tax iden- 
tity different from its stockholders’, for it 
carried on operations under its own name, 





1 George E. Cleary. ‘‘The Corporate Entity In 
Tax Cases,’’ Tax Law Review, October-Novem- 
ber 1945, p. 13. 

11 Albert Lévitt. ‘‘Disregarding The Corporate 
Entity In Tax Cases,’’ TAXES—The Tax Maga- 
zine, October, 1944, p. 464. 

2 Loula M. Harrison [CCH Dec. 15,896(M)], 
6 TCM — (1947). 

13 Interstate Transit Lines v. Commissioner 
[43-1 ustc J 9486], 319 U. S. 590 (1943). 


held title to the buildings, made loans, col- 
lected rents and filed tax returns.* 


The owners of oil properties conveyed 
royalty interests to a corporation for stock, 
the royalties to be distributed monthly on a 
basis of shareholdings; and it was claimed 
in behalf of the corporation that the income 
was the stockholders’, as they owned the fee. 
But the corporation held regular meetings, 
and royalties could be distributed only by 
its board of directors. “In the instant case 
we think the activities of the petitioner were 
sufficient to constitute the carrying on of busi- 
ness within the rule of Moline Properties.”™ 


UT AN EXCEPTION is often made of 

realty companies. Where a corporation 
was formed solely to liquidate real estate, 
and had no right, power or discretion with 
respect to the disposition of income, it was 
held that the corporation was a mere con- 
duit and not taxable; it had been formed 
for one purpose and had no control over 
income. Where a partnership created two 
corporations and gave real estate to each to 
fend off the creditors of one partner, and 
the partners later claimed that the corpora- 
tions were but dummies whose separate en- 
tities should be disregarded, it was held that 
entity would be disregarded as to one cor- 
poration, which did nothing but hold title to 
property, whereas entity would be recog- 
nized as to the other corporation, which had 
engaged in some business, namely, nego- 
tiating a loan upon its property.” 


Separate entity cannot be denied “where 
the creator of a corporation is seeking to 
use it for tax purposes.” Where there is 
no charge of fraud or even incorrect account- 
ing, “we should recognize the separate ex- 
istence of partnerships just as the separate 
existence of . . . corporate enterprises was 
recognized in . . . Moline Properties, Inc.”® 
“The exceptional cases in which a corporate 
entity would not be regarded for tax pur- 
poses are those in which the recognition 
of the entity would contravene directly or 
indirectly some act of Congress, where the 
corporation was formed or used for the pur- 
poses of avoiding taxes and where the corpo- 





14 Brudno et ux. v. Commissioner [43-2 ustc 
{ 9651], 138 F. (2d) 779 (CCA-6, 1943). 

18 Porter Royalty Pool, Inc, [CCH Dec. 15,362], 
7 TC 685 (1946). 

1% Silver Bluff Estates, Inc. [CCH Dec. 
15,869(M)], 6 TCM — (1947). 

17 Paymer v. Commissioner [45-2 ustc { 9353], 
150 F. (2d) 334 (CCA-2, 1945). 

18 Glenn [CCH Dec. 13,752], 3 TC 328 (1944). 

12 Seminole Flavor Company [CCH Dec. 
14,511], 4 TC 1215 (1945). 
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ration was not created to function as such 
or to serve a useful business purpose.” * 


‘EPARATE corporate entity could not 
\) be disregarded by the sole stockholder 
on the technical ground that the corpora- 
tion’s organization never had been perfected 
and that stock had never been issued; a 
charter had been granted, and operations 
had been conducted in the corporate name.” 


20 Richard W. Case, ‘‘Disregard of Corporate 
Entity in Federal Taxation—The Modern Ap- 
proach.”’ 
398. 


21 Knoxville Truck Sales & Service, Inc. [CCH 
Dec. 16,336], TC memo. op. (1948). 


Virginia Law Review, June, 1944, p. 


The manufactured servitor, it has been 
related earlier, long has been a dream of 
mankind; but the literature on the subject 
indicates that all too often the creator lived 
to rue his creations. Thus, in Karel Capek’s 
“R. U. R.,” the robots killed their inventor.” 
And since the Moline Properties case, the 
creator of a company is similarly apt to 
regret his corporate creature, which, un- 
like other servants, may not be discharged 
at will. The National Labor Relations Board 
will not interfere, nor will District 50. But 
the Revenue Agent may do precisely that. 

[The End] 


22 And see Jeremiah 10:14: ‘‘... every founder 
is confounded by the graven image."’ 


ACQ. AND NON-ACQ.—Continued from page 771 


Television and Taxes 
SIR: 
The following statement found in an ar- 


ticle entitled “Backlog Demand for Consum- 
ers’ Durable Goods,” by L. Jay Atkinson 


of the Office of Business Economics at the 


United States Department of Commerce, 
should be a matter of interest to all tax 
practitioners concerned with the preparation 
of claim under Section 722(b) (4): 

“Television sets differ so markedly from 
AM receiving sets that the introduction of 
television may have an effect upon the in- 
dustry comparable with that brought to the 
moving-picture industry by the introduction 
of ‘talking pictures’. No valid analytical 
method is available for appraising the poten- 
tial market for a new product which is still 
in the developmental stage.” 


M. G. Paut 
PHILADELPHIA 


Long-Term Compensation 
Sir: 


Mr. Carey’s letter to the editor, published 
in the August issue, strengthens the reason- 


ing of my article in the July issue about 
income splitting and Code Section 107. Mr. 
Carey is correct in pointing out that the 
discussion of the Lindstrom case was not 
necessary since it was decided before the 
Revenue Act of 1942 came into effect. How- 
ever, I have discussed the case, under the 
heading of old law, to indicate that the Tax 
Court dealt there with a peculiar set of facts 
so that its reasoning does not apply to a 
situation as normally encountered in a Sec- 
tion 107 (a) case. Thus, my object was to 
preclude the argument that in computing 
the tax for 1948 (or a later year), not only 
the rates of an earlier year of the period, 
but also all the provisions of Section 107 (a) 
as they were in effect in that earlier year, 
must be applied. Such argument, as far as 
it requires the application of former pro- 
visions of Section 107 (a) to an earlier year, 
is entirely unsound. But even if it were 
correct, the Lindstrom case, because dealing 
with a peculiar situation, could not support the 


denial of income splitting for years prior to 
1942. 


Fritz L. BRAUNFELD 
CHICAGO 


— $$ 
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LIVER JOHNSON, of Long Beach, 
California, was ninety years old when he 
made gifts that became the basis of an 
estate tax case. The number of the case 
[CCH Dec. 16,355] in 10 TC is 90! 


Words of Wisdom 


“If income is taxable, the manner in 
which it is expended does not relieve the 
owner thereof from the tax.” (Hocking 
Glass Company [35-2 ustc { 9671], 80 F. 
(2d) 436.) 


Final Answer 


With the following letter from W. H. 
Riead, of Hollywood, California, the “$128 
question” of the May issue is summed up, 
and ended: 


“What fine points have I overlooked? 
According to the two years training that 
I had in the Los Angeles office of the 
Bureau of Internal Revenue, though I am 
not now a Deputy Collector, having re- 
signed some few years back, there is in my 
mind no question at all. Mary and John, 
residents of California, with nothing but 
community property, each filing a separate 
return for one-half of the aggregate com- 
munity income, could each take off $1,000 
of that $2,000 capital loss still due them. 


“The above was the attitude of my 
superiors in the Bureau, if I understood 
them. It is also the attitude of others, in 
so far as I have ever heard the matter 
discussed. Since reading this discussion, I 
talked to two very good income tax men 
connected with the local office, and I 
certainly did not observe any hesitancy in 
their each saying that Mary and John 
could each take off $1,000 on their separate 
1947 returns. 


“Since all this came up, I read the 
Janney decision, it being my understanding 
that this decision settled this particular 


Talking Shop 





by Lewis Gluick, C. P.A. 





point, [although] I am not an attorney, 
and probably do not notice all the fine 
points expressed in court decisions.” 


Objection Sustained 


G. C. Scharfy, of Toledo, Ohio, writes: 

“With reference to your comment in 
‘Talking Shop’ in the July, 1948 issue of 
TAXES on page 673, to the effect that 
illustration one of Regulations 111, Section 
29.23 (k)-6, is purely Commissioner’s fiat 
and the ‘most utterly unfair item in the 
Regulations’, while I agree with you as to 
its unfairness (considered from the stand- 
point of logic and justice), it would appear 
a bit unjust to attribute such unfairness 
to fiat on the part of the Commissioner 
since the Commissioner has merely restated 
an example contained in the House Ways 
and Means Committee report relating to 
the 1942 amendment which added Section 
23 (k) (4) to the Code.- Consequently, any 
criticism of the illustration should be di- 
rected, in this case, not at the Commissioner 
but at Congress—or at least at the com- 
mittee report.” 


Interest Rates 


The summer doldrums give us an op- 
portunity to comment on a_long-disre- 
garded suggestion made by Paul W. Smith, 
in the summer of 1947. He was appearing 
before Knutson’s committee when he made 
it; if you are concerned, you can find it on 
page 1523 of the printed hearings. Smith 
wants the rate on refunds and deficiencies 
reduced to three per cent. 


He is absolutely correct in saying that 
at the outset the six per cent rate matched 
the general rate, and that general rates 
are now much lower and likely to remain 
so. But we disagree heartily on his calling 
it “unrealistic.” 


Naturally, a taxpayer who has made an 
honest mistake dislikes paying a punitive 
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rate. However, he has had the use of the 
money during the time. Also, the reduc- 
tion of the rate would induce chiselers to 
make not-quite-honest errors. 


The vital thing is not what the borrowing 
rate is, but how much a man can make 
with his capital. If a man can make six 
per cent profit on the turnover of his 
inventory, and need pay only three per 
cent on a tax delinquency (nonfraudulent), 
he has made three per cent per annum 
on the money he held till the collector 
called for it. 


Over twenty years ago we heard of the 
following case, and subsequently were told 
that in certain parts of the nation the situa- 
tion was not uncommon, the legal rate of 
interest being eight per cent. A taxpayer 
filed a true and punctual return, but omit- 
ted to attach a check in payment. It was 
six months before the collector billed him, 
with interest. The taxpayer, turning over 
his stock every ninety days at ten per cent 
profit, figured he had made a neat addi- 
tional gain. 


Hypothetical but concrete figures will 
help you visualize it: 


Tax not.remitted 
Interest thereon, one-half year @ 6%. . 
Profit on turnover $1,000 x 2 @ 10%. . 


Net gain .... 


Mr. Smith’s suggestion is highly im- 
practical. 


Good Idea 


A highly desirable idea, which we can’t 
attribute to any one proponent, is this: 
if a taxpayer gives more than the percentage 
limit in contributions in one year, the 


excess should be a carry-forward to the 
next year, 


That Settles That 


The Weir case [CCH Dec. 16,412], 10 
TC—, No. 127, settles a point long moot. 
The day an asset is acquired is not part 
of the holding period. The taxpayer had 
held stock exactly six months. The court 
decided that the day of sale was part of 
the holding period, but the entire period 
was not long enough to entitle Weir to 
long-term capital gain. 


Nursemaids 


We have always been in hearty accord 
with I. T. 1767, and with the cases of 


Talking Shop 


O’Connor [CCH Dec. 15,004], 6 TC 323, 
and Smith [40-2 ustc 99571], 113 F. (2d) 
114. We think that it is sociologically bad 
for both parents to be working when their 
children are so small as to require a 
nursemaid. To give a tax deduction for 
the wages of a servant who is required so 
the mother can go out is against public 
policy. 

But we are in hearty favor of H. R. 
6460, which would allow the deduction for 
a war widow. We object only to its restric- 
tion to such widows. Any widow should 
be allowed the same privilege—but not a 
divorcee! 


If you agree, write your Representative 
in Congress to get that bill out of com- 
mittee. If you disagree, our columans are 
open to you—but be brief. 


So Is Oil 


The case of Lyons, 10 TC—, No. 83, 
covers six pages of CCH Dec. 16,344. It 
is good reading for oil men. It announces 
nothing new, but reaffirms the proposition 
that each well is not a separate property. 


* Lyons “pulled” or abandoned a lot of un- 


productive wells although others in the same 
tract were still profitable. The court sus- 
tained the Commissioner in disallowing his 
claimed losses. 


Trivium 

From the case of Berglund [CCH Dec. 
16,375 (M)]: “The Commissioner made a 
mathematical error of $51.” If, with all 
his clerks, such an error gets by the Commis- 


sioner, we don’t feel as badly about some of 
our own. 


Geneology 


The Shoptalker just recently found his 
first example of the effect of geneology on 
income tax. He was digging into Section 
503, and ran into the Steuben Securities 
Corporation case [CCH Dec. 12,932], 1 TC 
395. There is a geneological table unto 
the fourth generation of the Houghton 
family. 


Lifo 

The National Retail Dry Goods Associa- 
tion is making a drive to promote the 
adoption of LIFO more generally among 
its members. If you do not realize how 
big a problem that poses, read the National 
Tax Journal for June, beginning on page 107. 
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Tax on Literature 


The following is taken from the New 
York Times of July 11: 


“According to our correspondent, there 
is proposed a 6 per cent sales tax on pub- 
lished books that have fallen into the public 
domain, the proceeds to constitute a ‘Caisse 
des Lettres’ for the aid of aspiring and 
indigent authors. 


“In France books fall in the ‘free’ domain 
sixty-two years after publication (currently, 
any book that came out before 1886), 
which means, of course, the classics from 
Racine to Rimbaud. Publishers, the pro- 
ponents of the tax law say, have made 
excessive profits through this literary ex- 
ploitation of the dead. Worse still, these 
same fellows dialectically argue, is the 
consequence which leads publishers to con- 
centrate on the classics to the neglect of 
the new writers. Enemies of the proposal 
declare that the tax would force publishers 
to raise the price of such books 20 to 30 
per cent, thus making them inaccessible to 
the average reader. 


“The pro-tax faction sees in this argu- 
ment a specious idealism. There are bugs 
in their scheme, they say, but the virtues 
far outweigh them. French writers, they 
point out, are severely taxed (as well as 
highly respected) and yet derive no benefits 
from socialization, such as health or old age 
insurance. They think it appropriate, too, 
that dead French writers help their living 
colleagues. By the grace of the French 
Parliament, it may yet come to pass that 
Baudelaire will be financially supporting 
any number of young French poets, and 
that old Flaubert will be the kind uncle 
doling out francs to a score of nephew- 
novelists.” 


Barter 


The Shoptalker wants help. Will some- 
one please tell him of cases like this hypo- 
thetical one—preferably cases for which a 
citation can be given? But a case from 
your own experience that was settled “out 
of court” will suffice. 


Doctor Sawbones has a car which he 
uses almost constantly in his profession. 
Service station owner Bix has a sickly 
wife, who needs much medical attention. 
Sawbones and Bix agree to exchange serv- 
ices, flat. Both undoubtedly have income 
to the extent of the normal value for which 


others would pay in cash. Question: Where 
in the Regulations, rulings and decisions 
can you find anything that meets this 
situation squarely? 


Bible Goes to Court 


One of the most delightful paragraphs 
we have ever found in a tax case is in 
Waddell F. Smith [CCH Dec. 16,359], 10 
TC—, No. 92. Judge Black speaks: 


“The writer of this opinion, when he was 
a much younger man, lived in a section of 
Texas where, in those days, cattle and 
horses grazed on the open range. Fre- 
quently one would turn up missing and 
the owner would advertise the loss with 
posters reading ‘LOST OR STOLEN’— 
then would follow the description of the 
animal with the offer of a suitable reward 
for its return. Sometimes the animal would 
be found and returned, and there was great 
rejoicing, reminiscent of the shepherd de- 
scribed in St. Luke’s Gospel, who, when 
he found his lost sheep ‘He calleth together 
his friends and neighbors, saying unto them, 
Rejoice with me; for I have found’ my 
sheep which was lost.’ ” 


And we welcome into our fold R. L. 
Lazo. He isn’t quite a lost sheep, but he is 
our first correspondent from Guatemala 
City. 


This Is Good! 


This is Judge Van Fossan, giving his 
opinion in the case of Camloc Fastener 
Company, Inc. [CCH Dec. 16,424], 10 TC 
—, No. 132: 


“Despite the all comprehensive legal lingo 
of the settlement agreement it is not 
unusual for legal draftsmen to employ 
extravagant or inartful or inappropriate 
phrases in characterizing a relatively simple 
transaction.” 


Four Stalwart Sons 


The Shoptalker had sealed his copy, but 
fortunately had not mailed it, when the 
Culbertson case [48-2 ustc J 9324] came in. 
It’s a honey, technically, as you'll find when 
you read it. The Shoptalker is always 
most concerned with human interest. So 
listen to Judge Waller: “Coon raised many 
cattle but had no children. Culbertson 
raised both.” 
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Polisher on-Estates 


Estate Planning and Estate Tax Saving. 
Edward N. Polisher. George T. Bisel Com- 
pany, 710 South Washington Square, Phila- 
delphia 6, Pennsylvania. Second Edition, 
1948. Two volumes, 923 pages. $20. 

Estate planning has been too commonly 
regarded as constituting the mere function 
of shaping one’s property holdings to the 
end that at the time of death sufficient 
liquidity will exist to meet federal estate 
tax and other mandatory estate require- 
ments. This idea comprises but a partial 
approach to the over-all problem. It bliss- 
fully ignores the fact that the person whose 
estate is being planned is a living individual, 
a vital human being, enjoying life as he 
goes and possessing a capacity to derive 
even greater pleasure with the members of 
his family in the years which lie before him. 

In his two-volume set entitled Estate 
Planning and Estate Tax Saving, Edward N. 
Polisher, prominent member of the Phila- 
delphia bar, who has done considerable work 
in the field of estate planning, recognizes 
the foregoing thoughts. Because his treat- 
ment of the subject takes cognizance of.the 
respective life expectancies of the individuals 
with whom his writing is concerned, his 
text can be considered an invaluable contri- 
bution to the field of estate planning. 

Mr. Polisher’s work is a comprehensive 
one. It touches upon many phases of estate 
planning. These books should form a part 
of the library of any professional man who 

endeavors to advise his clients on matters so 
serious as the reshaping of property holdings, 
the blueprinting both for their continued 
ownership and for their disposition, and the 
rearranging of affairs which go to the very 
root of the happiness of a client and his 
family, 
SAMUEL J. FOOSANER 


Judicial Code 


New Federal Judicial Code. Commerce 
Clearing House, Inc., 214 North Michigan 


Avenue, Chicago 1, Illinois. 1948. 259 
pages. $2. 
Books .. . Articles 





.. Articles 


The new Judicial Code—the first official 
codification of the laws relating to the ju- 
diciary and judicial procedure since 1911— 
was approved by the President on June 25, 
1948, and is now law. 


Entirely revised, the new Judicial Code 
organizes and consolidates existing statu- 
tory material, eliminates inconsistencies and 
ambiguities and removes obsolete provisions.. 
It shows the organization of the federal 
court system and the jurisdiction of each 
court. Of special interest are procedural 
angles—pleadings, service of process, evi- 
dence, trials, judgments, executions, pro- 
visions applying to federal tax cases, etc. 


This edition, with a foreword by Com- 
merce Clearing House, is complete and 
authoritative. The full official text of the 
revised Code,sas reproduced here, without 
interpolation, is an essential working tool 
for every lawyer. 


1943 Income Statistics 


Statistics of Income for 1943. Part 2. 
United States Government Printing Office, 
Washington 25, D.C. 1948. 485 pages. $1. 


The Treasury Department has issued the 
official income statistics for 1943 in a book 
prepared by the Statistical Division, under 
the direction of the Commissioner of In- 
ternal Revenue. The statistics here were 
compiled from corporation income and 
declared-value excess profits tax returns, 
corporation excess profits tax returns and 
personal holding company returns. 


Bureau and Commissioner 


The Work and Jurisdiction of the Bureaw 
of Internal Revenue. United States Govern- 
ment Printing Office, Washington 25, D. C. 
1948. 107 pages. 35¢. 

In studying the functions of the Bureau 
of Internal Revenue, this recent Treasury 
Department publication employs two methods 
—the first, statistical; the second, historical. 

Part I, principally by means of tables, 
surveys the fiscal status and the revenue 
needs of the federal government. Table I 
shows the federal debt and expenditures, 
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and the internal revenue collection and its 
cost, for each fiscal year from 1866 to 1947. 
Table II contains a general break-down of 
all internal revenue collections from 1927 
to 1947. Covering the same period, Table 
III states the number of income, profits, 
estate and gift tax returns and the number 
of Bureau employees, while Table IV com- 
pares with the total expenses of the Bureau 
additional income, profits, estate and gift 
tax assessments resulting from investigation 
of returns. 


Part II, “An Historical Review of the 
Statutory Jurisdiction and Administrative 
Problems of the Commissioner of Internal 
Revenue,” was prepared by Aubrey R. Marrs, 
Head of the Technical Staff of the Bureau. 
(See Reflections of a Revenuer, reviewed on 
page 677 of the July, 1948 issue of this 
magazine, and “Technical Sergeant, First 
Class,” on page 1058 of the November, 1946 
issue.) Mr. Marrs has searched the record 
for the legal background of the Bureau’s 
present-day functions: 


“It is sometimes said that there is no 
statutory ‘Bureau of Internal Revenue.’ 
This is not a sound view to take of the 
evidence. A comparison of the manner of 
establishment of the Bureau of Customs 
with that of the Bureau of [nternal Reve- 
nue will aid the understanding. The Act of 
March 3, 1849 .. . enacted that ‘an officer’ 
be appointed by the President with Senate 
confirmation ‘in the Department of the 
Treasury, as one of its bureaus,’ to be 
called the Commissioner of Customs, who 
[should] perform the duties now devolved 
by law on the First Comptroller. . . . The 
Secretary was commanded by the Act to 
transfer from [this latter office] such clerks 
as [were] necessary ‘to the bureau of the 
Commissioner of Customs.’ By that lan- 
guage, an officer was to be one of the 
Bureaus of the Treasury Department. . 
When the Act of July 1, 1862, . . . enacted 
that ‘an office is hereby created in the 
Treasury Department to be called the Office 
of the Commissioner of Internal Revenue,’ 
said office was established by positive statu- 
tory language.” 


Mr. Marrs also explains how the various 
divisions of the Bureau grew out of the 
problems created by successive legislative 
developments in raising the revenues of 
the federal government. Tax men _ will 
thoroughly enjoy the section explaining 
delegations of investigative and audit juris- 
diction by the Commissioner: “Save only 
as to the jurisdiction thus conferred upon 
the collectors, the Commissioner has dele- 
gated the investigative and audit function 





to the Income Tax Unit . . ., with the 
investigation of fraudulent aspects of vio- 
lations . assigned to the Intelligence 
Unit. The: Technical Staff has no juris- 
diction over cases involving criminal prose- 
cutions.” 


Taxation in Minnesota 


The Minnesota Tax System. Minnesota 
Institute of Governmental Research, Inc., 
702-704 Empire Bank Building, St. Paul 1, 
Minnesota. 1948. 140 pages. $1. 


Among the functions of the Minnesota 
Institute of Governmental Research, Inc., 
a nonpartisan, citizen-supported, fact-find- 
ing organization, is the preparation and 
publication of bulletins on various aspects 
of state government, with a view to in- 
forming the public and assisting legislators 
and officials to plan and carry out effective 
governmental programs. This bulletin on 
the tax system, while complete in itself, 
belongs to a general series of reports on 
public finance in Minnesota, and considers 
taxation as it relates to the larger topic. 


The core of the tax problem, according 
to the Institute, is the coordination of 
taxes levied by all levels of government. 
“Coordination involves the assignment of 
particular sources of revenue to the dif- 
ferent levels of government. Preferably 
the same base should not be taxed by two 
or more levels of government. In Minnesota 
both the federal and state governments are 
taxing incomes, inheritances, tobacco, liquor 
and gasoline. Our state government, in 
addition to counties, towns, cities and 
school districts, is still levying a tax on 
property, although most state governments 
have relinquished the right to tax property 
and leave this tax base solely to local units 
of government.” A considerable portion 
of the report, therefore, is devoted to the 
property tax. 


While some of Minnesota’s tax difficulties 
are peculiar to that state, the major weak- 
nesses pointed out here are sufficiently 
common to all states to make this study 
of value to anyone interested in reform of 
state tax systems. 


Dairy Industry Accounting 


“Dairy Accounting Procedure Under the 
New York Milk Marketing Orders.” 
Edward F. Nuclo; “Accounting for the 
Dairy Industry.” Leo A. Zeizel. The New 
York Certified Public Accountant, 15 East 
4lst Street, New York 17, New York. 
June, 1948. 
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By acquiring familiarity with govern- 
ment marketing orders, rules and regula- 
tions, these two articles claim, accountants 
can perform outstanding services for the 
dairy industry. Mr. Nuclo, chief account- 
ant for the Market Administrator of the 
New York metropolitan area, discusses the 
accountant’s role in complying with that 
state’s marketing orders, while Mr. Zeizel, 
a member of the New York State Society 
of Certified Public Accountants Dairy In- 
dustry Committee, also considers the effect 
of federal orders and those of other states. 


Good Will 


“Some Reflections on the Value of Good 
Will.” Walter G. Nelson, Jr. The Journal 


of the American Society of Chartered Life 


Underwriters, 1616 Walnut Street, Phila- 
delphia 3, Pennsylvania. June, 1948. 


The problem of determining the value 
of good will, says Walter G. Nelson, Jr., 
attorney for the National Life Insurance 
Company of Vermont, is largely a matter 
of estimating future profits. Hence, “adjust- 
ments must be made to compensate for 
factors which have existed in the past but 
which will not obtain in the future, one of 
the most important of which, in the case of 
a small business, is . . . the personal good 
will of those who have actually conducted 
the business.” This article illustrates how 
to make such adjustments by demonstrating 
how the valuation methods prescribed by 
the Commissioner and approved by the 
courts apply in typical situations. 


Sr 


TAX HOSPITALITY 


Mr. John Henry Chapman may feel that 
the action of the Tax Court is a bit inhos- 
pitable to visitors to our shores, but we 
hasten to assure him that he is being treated 
like a citizen. He is a New Zealand citizen, 
working for the League of Nations—remem- 
ber it? He came to the United States with 
other employees of the League when the 
war in Europe interrupted their work in 
Geneva. The Tax Court held that he was 
taxable on his salary here in the United 
States. He claimed the exemption of officials 
of foreign governments. 


Since 1940 Congress, by Section 116 (h), 
has extended a tax exemption to employees 
of international organizations, which does 
not apply to citizens of the United States 
working for the same organizations. 


CORPORATE OFFICERS 


On page 572 of the June, 1947 issue, we 
discussed what officers were to be included in 
the compensation schedule on Form 1120. As 
far as the Bureau is concerned, the answer is 
found plainly in Mim. Coll. 5967, paragraph 13 
{CCH UNEMPLOYMENT INSURANCE REPORTS 
{ 9216]. 


An officer who receives no compensation 
whatever is not an officer for tax purposes. 
But if he receives compensation, directly 
or indirectly, he is an officer. He must 
be counted in determining whether the 
corporation must file a 940, and he should 
appear in Schedule F. 


Thus, a lawyer acting as secretary of 
a corporation who receives no salary as 
such, but who also acts as attorney at law 
in such cases as are referred to him by 
the corporation, is an officer for tax pur- 
poses. That sounds like common sense to 
us. Lewis GLUICK 





Administrative .ece 


APPELLATE AND OTHER COURTS 


Estate tax: Claim for interest: Six-year 
statutory limitation period applicable: In- 
terest not allowed on repayment of deposit. 
—A claim for interest on an excessive 
amount deposited with a collector, to take 
care of an anticipated deficiency in estate 
tax, need not be filed within the regular 
three-year period for filing claims for re- 
fund. Rather, the general six-year period 
of limitations is applicable to a suit for 
recovery of such interest. That period runs 
from the time the claim for interest was 
disallowed or the refund of principal was 
made without interest. The suit for recovery 
of interest was dismissed nevertheless, on 
the ground that interest is not allowed ona 
deposit with a collector. In such case, there 
is no “overpayment” within the meaning 
of Code Section 3771 (a) to warrant an 
allowance of interest—DC Calif. Bernadine 
Murphy, as Executrix of the Estate of An- 
toinette E. Murphy, Deceased et al., Plaintiffs 
v. United States of America, Defendant, 48-2 
ustc J 10,629. 


STATE COURTS 


Irrevocable trust: Vesting of principal at 
settlor’s death.—Decedent transferred prop- 
erty, irrevocably, in trust for her children, 
providing for payment of the income to 
them for the period of her life. The trusts 
terminated at her death and payment of the 
corpus was to be made to the respective 
beneficiaries at that time. Under the terms 
of the trust, final vesting of the principal 
did not take place until decedent’s death. 
The transfer was, therefore, subject to in- 
heritance tax as a transfer to take effect 
at death—Minn. G. C. Chase, Administrator, 
c. t. a. of the Estate of Lena Bohn, Deceased 
et al., Respondents v. Commissioner of Tax- 
ation, Relator, CCH INHERITANCE ESTATE 
ANp Girt Tax Reports { 16,307. 
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Property: Application of income tax pro- 
ceeds for property tax relief: Property tax 
limitation base.—A treasury surplus derived 
from revenue collected under an income tax 
law titled “Property Tax Relief Act of 
1929” is a part of the general funds avail- 
able for general state purposes, and is not 
to be set aside for the future relief of 
property taxes in the absence of a statute 
specifically so providing. 

When a’property tax has not been levied 
for state purposes for several years and the 
state constitution provides that property 
taxes shall not exceed by six per cent the 
amount of the levy in any one of the three 
preceding years, the tax base upon which 
such six per cent limitation is to be com- 
puted is not lost through disuse.—Ore. 
Sprague v. Oregon State Tax Commission, 
CCH Orecon TAx Reports {f 24-020. 


Capital stock: Loan to subsidiary.—Ap- 
pellant corporation and its wholly owned 
subsidiary were each indebted to an insur- 
ance company in the amount of $25,000,000. 
On September 9, 1940, defendant corpo- 
ration refinanced these loans and borrowed 
$50,000,000, of which amount $25,000,000 
was advanced to the subsidiary to refinance 
its loan. The subsidiary paid the same in- 
terest and principal to the parent under the 
retirement requirements of the loan that 
the parent paid to the bank. it was held 
that the $25,000,000 note given by the sub- 
sidiary to its parent corporation was a tax- 
able asset of the appellant parent corporation 
for the last four months of the year 1940. 
—Pa. Commonwealth of Pennsylvania v. Gulf 
Oil Corporation, CCH PENNSYLVANIA TAX 
Reports ¥ 200-106. 


Capital stock: Domestic corporation not 
doing business in state.——The capital stock 
tax applies to domestic corporations, irre- 
spective of whether they are actually doing 
business or have capital employed or used 
in the Commonwealth.—Pa. Commonwealth 
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of Pennsylvania v. Mack Brothers Motor Car 
Company, CCH PENNSYLVANIA TAx REPORTS 
{ 200-107. 


Mercantile license: Restaurant holding 
liquor license.—The mercantile license tax 
imposed in first-class school districts (Phila- 
delphia and Pittsburgh) by the Act of June 
20, 1947, P. L. 745, applies to operators of 
restaurants holding retail liquor licenses and 
to persons engaged in the business of sell- 
ing malt and brewed beverages and licensed 
as distributors—Pa. Puntureri v. School 
District of Pittsburgh; McGuire v. School 
District of Pittsburgh, CCH PENNSYLVANIA 
Tax Reports { 200-103, 200-104. 


Life estate: Invasion of corpus: Penalty: 
Right of register to re-assess.—Decedent 
bequeathed his wife a life interest in certain 
trust property. A right to invade the corpus 
was also granted but was not used. Where 
the widow dies a year after the decedent, 
her life estate is valued on her life expect- 
ancy based on mortality tables rather than 
on her actual length of life. The register 
of wills may reserve a right to re-assess the 
tax due on the remainder interests as of the 
date of death of the life tenant, in the event 
that there is a possibility of invasion of the 
corpus of the trust. A penalty may not be 
imposed where part of the inheritance tax 
is paid and the balance is held pending the 
outcome of litigation instigated to determine 
the amount due. However, in such a case, 
interest is chargeable, as of the date of the 
life tenant’s death, on the unpaid balance of 
tax found to be due—Pa. Estate of David 
M. Reynolds, CCH INHERITANCE ESTATE AND 
Girt Tax Reports § 16,311. 


Power of appointment: Partial release.— 
Decedent executed a release of a power of 
appointment as to part of her husband’s 
estate, and exercised the power as to the 
balance of the estate in favor of her daugh- 
ter. In case of decedent’s failure to exer- 


cise the power, her husband had bequeathed 
the remainder interest of his estate to their 
daughter. The property passing under 
decedent’s release of the power was held 
deductible from the gross valuation of her 
estate.—S. C. William L. W. Weston, Execu- 
tor and Maud W. Gibbon, individually and as 
Executrix under the last will and testament 


_of Mary W. Gibbon, Appellants v. South 


Carolina Tax Commission, Respondent, CCH 
INHERITANCE Estate AND GiFr Tax REPORTS 
7 16,312. 


FEDERAL RULING 


Gift tax: Income-splitting provisions of 
1948 Revenue Act: Payment of tax by 
either spouse not gift.—A letter ruling, is- 
sued by the Deputy Commissioner, bears 
out a previous ruling that payment of the 
entire tax by one spouse under the income- 
splitting provisions of the 1948 Revenue Act 
is not a gift. Regardless of whether the 
return represents income of only one spouse 
or of both, the result is the same. There is 
no gift for purposes of taxation.—Special 
Ruling, July 16, 1948, CCH Feperar Estate 
‘AND Girt TAx REpoORTER §[ 6022. 


STATE RULING 


Reservation of income: Remainder vest- 
ing prior to April 4, 1936.—Property was 
irrevocably transferred in trust by decedent 
and her husband in 1930, with reservation 
of the net income for their joint lives, but 
with no reservation of interest in or con- 
trol over the corpus. Upon the death of 
decedent, the surviving life tenant, there 
was not such a property transfer as would 
be subject to inheritance tax, since the re- 
mainder interest vested prior to April 4, 
1936.—Md. Opinion of the Attorney General, 


‘CCH INHERITANCE ESTATE AND GIFr TAx 


Reports { 16,314. 


—————— 


Interpretations 








WHITHER TAX CLASSIFICATION?—Continued from page 813 | 


the social control purpose of alcoholic bev- 
erage taxes, and the legal implications of a 
tax serving simultaneously as a revenue 
producer and as a franchise or license. 


(2) Classification by the two major meth- 
ods, the tax basis and the economic origin 
of ‘the tax, should be kept apart in the ini- 
tial presentation. The two methods should 
be combined only in the final process of 
cross-classification. 


(3) Financial and administrative policies, 
such as earmarking or administration by 
separate funds, are suitable for expression 
only in the classification of an individual 
government; they have no place in classifi- 
cations designed for comparisons among 
governments. 


(4) Special rates or levies, singling out 
distinct economic groups for taxation, 
should be reported separately from gen- 
eral taxes. 


(5) Taxes should be shown and credited 
only to the tax-levying government, that is, 
the government which has jurisdiction over 
the rates of the reported taxes. Neither the 
government which acts as a collecting agent 
nor the government which receives a grant 
or a tax share should include any amount 
of this tax in its own revenue. Grants and 
shared taxes should be classified as inter- 
governmental aid, while agency collections 
should be omitted entirely from the revenue 
of the agency government. Thus, duplica- 
tions and omissions can be avoided. 


(6) The final form of a classification must 
balance the needs for a maximum of infor- 
mation and a minimum of space. This 
mechanical conflict should not be permitted 
to tear apart related tax groups or to lose 
informational value by submerging too 
many items in overlarge groups. Border- 
line cases should be held to a minimum. 


(7) Summary tables should be accom- 
panied by detailed lists to inform the reader 
of the content of tax groups as well as the 
trend of individual taxes. Classification into 
family groups, no matter how excellent, 
does not substitute for specification of in- 
dividual taxes. 


(8) Complete purity of tax data corre- 
sponding precisely to a classification cannot 
always be obtained. A central office re- 
porting many governments is_ especially 
vulnerable on this score. Quickly reported 
statistics may justifiably sacrifice a bit to 
impurity of figures for preliminary reports 
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that later can be replaced by final publica- 
tions. If statistical and accounting officials 
could agree on a common set of accounts, 
impurities would be largely eliminated at 
their source. 

The proposed tax classification scheme 
does not pretend to be anything but a de- 
vice for more efficient presentation of 
complicated tax statistics to facilitate the 
judgment and appraisal of prevailing trends 
and tendencies. 

It cannot be emphasized enough how im- 
portant tax revenue reports and statistics 
are for budget and revenue policy. They 
are the instruments for measuring the tax 
behavior as the reaction indicator of the 
combined action of tax structure, rate and 
economic conditions. Tax statistics have 
an advantage, of course, when they can be 
compiled in a nick of timé. In fact, the 
Census Bureau is able to gather the rather 
complex data of the tax collections of all 
forty-eight states, work them over and pub- 
lish them in less than sixty days after the 
close of the fiscal year. Thus, the general 
trend of tax revenue is shown in time for a 
possibly necessary revision of the tax budget 
as well as financial policy in general. Still 
more instructive and impressive, of course, 
would be the reporting of tax statistics, or 
estimates of essential taxes, for all types of 
governments on a quarterly basis. In the 
“slow-motion” fashion of a high-speed cam- 
era, the quarterly basis affords an even bet- 
ter view of the behavior and origin of taxes; 
this basis gives ample warning of sudden 
downward and upward breaks long before 
the end of the fiscal year. Thus, any spe- 
cial legislative sessions should have the 
most up-to-date reports and statistics for 
quick and effective action. 

Tax revenue statistics, indispensable as 
they are, do not substitute for the more 
elaborate and time-consuming taxation stat- 
istics based on returns by taxpayers. This 
type of statistics provides information on 
economic structure, financial ability and 
the elements contributing to the tax yield 
by size, character and economic background. 
With this type of knowledge, basic tax pol- 
icy can be better formulated. 


If early budgeting erred by preoccupation 
with expenditures, present-day tax studies 
should not commit a similar error by dis- 
regarding the expenditure claims upon rev- 
enue and the governmental organization 
through which both revenue and expendi- 
ture are administered. [The End] 
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OF A 
REVENUER 


by Aubrey R. Marrs 
Head of Technical Staff, Bureau of Internal Revenue, Washington, D.C. 


@ You'll enjoy this interesting book like an informal visit at the home of a 
friend who happens to be a veteran federal tax official. And you'll profit 
from it, too. For the easychair conversation manner of its informative pages 
carries you along so smoothly you scarcely realize at the moment what a 
wealth of practical tax lore and data you’re acquiring. You'll get a new, 
a refreshing, slant on some of your old ideas about federal taxation, a dif- 
ferent viewpoint towards some of your everyday tax problems — and a 
clearer insight into the whys and wherefores of federal tax legislation, its 
interpretation, and its enforcement. 


If you’re the kind of a Tax Man the author writes for, you’ll treasure 
his book from beginning to end, one chapter even more than another—with 
an extra vote perhaps for the one on tax avoidance incisively discussing 
capital gifts, trusts to pay grantor’s insurance premiums, assigned income, 
the tax sale, the family trust, the family partnership, and converting ordinary 
dividends and income into capital gain. Truly, this unusual book will prove 
a valuable addition to every Tax Man’s library. 


In all, 160 pages, 6 x 9 inches, heavy leatherette paper covers, indexed, 
price $2. 


FILL IN, DETACH AND MAIL 


Commerce Clearing House, Inc. 
214 N. Michigan Ave., Chicago 1, IIl. FORM 


Send promptly for our own use or distribution and not for resale, copies as indicated 
below, of Marrs—REFLECTIONS OF A REVENUER (8F15): 


copies at $2 each 0 10 copies for $16 0 25 copies for $39 


Signature 


Number & Street 


City & Zone 
(If ordered by letter or purchase order, please attach this form.) 





LAW AND PROCEDURE IN CRIMINAL TAX PROSECUTIONS— 
Continued from page 804 





evening school of . . . College in an effort 
to improve his limited education, but his 
attendance was very irregular and he did 
not take any examinations and received no 
credits.” : 


Compromise 


Taxpayers not infrequently seek to avoid 
prosecution (1) by “compromise” within the 
meaning of Section 3761 of the Internal Rev- 
enue Code™ or (2) by “voluntary disclosure” 
within the meaning of the Treasury De- 
partment’s recently enunciated policy. As 
to compromise, Section 3761 provides: 


“(a) Authorization—The Commissioner, 
with the approval of the Secretary, or of the 
Under Secretary of the Treasury, or of an 
Assistant Secretary of the Treasury, may 
compromise any civil or criminal case aris- 
ing under the internal revenue laws prior 
to reference to the Department of Justice 
for prosecution or defense; and the Attorney 
General may compromise any such case after 
reference to the Department of Justice for 
prosecution or defense.” 


This discussion makes no attempt at expo- 
sition of the Treasury Department’s policy 
under Section 3761. As to the Department 
of Justice, it would appear that despite the 
latitude afforded by the language of the 


%1 See Botany Mills v. U. S. [1 ustc § 348]. 278 
U. S. 282. 





statute, no criminal tax case will be disposed 
of on the basis of the payment of money 
alone. A minimum requisite for dispostion 
without trial appears to be the entry of an 
unconditional plea of guilty to at least one 
of the major counts of an indictment or 
information. 


Voluntary Disclosure 


The Treasury Department has announced 
that it will not recommend to the Depart- 
ment of Justice for prosecution any case in 
which the taxpayer makes a full disclosure 
of liability before an investigation has com- 
menced. The so-called “voluntary disclosure” 
policy would seem to imply a self-imposed 
administrative limitation by the Treasury 
Department, to which taxpayers and their 
counsel should look for guidance as to the 
meaning of the policy and its application to 
varying. circumstances. If a case is referred 
by the Treasury to the Department of Jus- 
tice, voluntary disclosure cannot be asserted 
as a legal defense to prosecution.” 


[The End] 


3% See U. S. v. Lustig [47-2 ustc { 9325], 163 
F. (2d) 85 (CCA-2), cert. den. 331 U. S. 853; 
Whiskey Cases, 99 U. S. 594; U. 8S. v.-Blaisdell, 
3 Ben. 132, Fed. Case No. 14,608 (DC N. Y.). 
Cf. Gladstone v. U. 8., 248 F. 117 (CCA-9), cert. 
den. 247 U. S. 521; U. S. v. McCormick [3 vustc 
§ 1187], 67 F. (2d) 867 (CCA-2), cert. den. 291 
U. S. 662; U. S. v. Morgan, 222 U. S. 274. 





CENSUS BUREAU BULLETIN 


A leaflet listing Census Bureau Publications on Governments has 
been issued by the Bureau of the Census and is available from that 


agency upon request. 


This bulletin describes briefly each of the 


eighteen reports on governmental finances and employment which the 
Census Bureau expects to issue in the fiscal year beginning July 1, 
1948, and lists other recent publications of the Bureau regarding state 


and local governments. 
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State Tax Calendar 


ALABAMA 
October 1—— 
Automobile dealers’ report due. 
Public utilities’ report and license fee 
due. 
October 10— 
Alcoholic beverage report and tax of 
public service licensees due. 
Alcoholic beverage report of wholesalers 
and distributors due. 
Automobile dealers’ report due. 
Tobacco stamp and use tax report and 
payment due. 
Tobacco wholesalers’ and jobbers’ report 
due. 
October 15—— a 
Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 
Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 
Motor carriers’ mileage report and tax 
due. 
Oil and gas conservation tax report and 
payment due. 
Oil and gas production tax report and 
payment due. 
Telegraph companies’ report and license 
tax due. 
October 20—— 
Automobile dealers’ report due. 
Carbonic acid gas report and payment 
due. 
Coal and iron ore mining tax report and 
payment due. 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
Lubricating oils tax report and payment 
due. 
Motor fuel tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 
October 30-—— 
Annual license and privilege tax due 
(last day). 
Forest products severance tax report 
and payment due. 
October 31 
Chain store tax due. 


ARIZONA 
October 5—— 


Alcoholic beverages licensees’ report due. 
State Tax Calendar 
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October 10—— 
Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 
October 15—— 
Gross income report and payment due. 
October 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
October 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 
October 1 
Bank share tax installment due. 


Property tax final. installment due (last 
day). 


October 10—— 


Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 
October 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
October 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


October 1 
Common carriers’ distilled 
report and payment due. 
Gasoline tax report and payment due. 
October 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoliolic 
_ beverages imported due. 
Distilled spirits report and tax due. 
Motor carriers of property for hire, re- 
port and payment of gross receipts tax 
due. 
Off-sale general liquor licensees’ quarterly 
report due (last day). 
Use fuel tax report and tax due. 
October 20-—— 
Motor carriers’ gross receipts report and 
tax due. 


CALIFORNIA 


spirits tax 





October 31 
Sales tax report and payment due. 
Use tax report and payment due. 





COLORADO 
October 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
October 10—— 
Motor carriers’ report due. 
October 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
October 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report and payment 
due. 
Denver sales tax report and payment due. 
Income tax third installment due. 
October 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
October 1—— 
Gasoline tax due. 
October 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
October 20—— 
Alcoholic beverage tax return and pay- 
ment due. 
October 30—— 
Sales and use tax return and payment 
due. 


DELAWARE 





October 1 
Bank share tax due. 
Railroad tax installment due. 
October 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
October 30-—— 
Income tax third installment due. 
October 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 





DISTRICT OF COLUMBIA 
October 10—— 

Licensed manufacturers and wholesalers 
of beer, report due. : 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

October 15—— 
Beer tax due. 
Income tax second installment due. 
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Income (franchise) tax second install- 
ment due. 

Unincorporated business tax second in- 
stallment due. 


October 25—— 
Gasoline tax report and payment due. 


FLORIDA 
October 1 
Auto transportation 
and tax due. 
Express companies’ report and tax due. 
License tax, unless otherwise provided 
by law, due. 


October 10— 
Agents’ and wholesalers’ 
report due. 
Manufacturers’ and _ dealers’ 
beverages report and tax due. 
October 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 
Motor vehicle fuel use tax report and 
payment due. 
Transporters’ and carriers’ alcoholic bev- 
erage report due. 
October 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 





companies’ report 


cigarette tax 


alcoholic 


GEORGIA 
October 10—— 
Cigar and cigarette wholesale dealers’ 
report due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ 
October 15— 
Malt beverage tax report due. 
October 20—— 
Gasoline tax report and payment due. 


report due. 


IDAHO 
October 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ report and tax 
due. 
Gasoline tax report and payment due. 
Motor carriers’ gross receipts tax quar- 
terly installment due. 
October 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
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ILLINOIS 
October 10— 
Motor carriers’ mileage tax report and 
payment due. 
October 15— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 
October 20-—— 
Gasoline tax report and payment due. 
October 30—— 
Gasoline transporters’ report due. 


INDIANA 
October 1—— 
Alcoholic vinous beverage tax due. 
October 10—— 
Cigarette distributors’ interstate business 
report due. 
October 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 
October 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax 
report and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
October 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 
October 31 
Gross income tax report and payment 
due. 





IOWA 
October 1 
Income tax second installment due. 
Motor carriers additional tax due. 
Property tax second installment due 
(last day). 
October 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Class “A” permittees’ beer tax report 
and payment due. 
October 20-—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment -due. 





KANSAS 
October 10—— 
Malt beverage report due. 


State Tax Calendar 


October 15—— 


Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment due. 
Income tax second installment due. 
Motor carriers’ gross ton mileage tax 
report and payment due. 
October 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
October 25—— 


Gasoline tax report and payment due. 


KENTUCKY 
October 1 
Brokers’ return on margin transactions due. 
Stored distilled spirits report due. 
October 10—— 
Amusement and entertainment report and 
tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
October 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
. Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
October 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment due. 
October 31 
Dealers’ and transporters’ gasoline tax 
report and payment due. 
Louisville income tax withholding agents’ 
payment due. 








LOUISIANA 
October 1 
Franchise tax report and payment due. 
Soft drinks tax report due. 
Tobacco tax report due. 
October 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 
October 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 
October 20—— 
Beer wholesale dealers’ tax report and 
payment due. 
Fuel use tax report and payment due. 
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Gasoline tax report and payment due. 
Kerosene tax report and payment due. 
Lubricating oils tax and report due. 
New Orleans sales and use tax report 
and payment due. 
Sales and use tax report and payment due. 
October 30—— 
Carriers’ quarterly report and payment due. 
Gas-gathering tax report and payment due. 
Natural resources severance tax report 
and payment due. 
Petroleum products report and tax due. 
Public utilities’ and pipe lines’ report due. 


MAINE 
October 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
October 15—— 
Use fuel tax report and payment due. 
October 31 
Gasoline tax report and payment due. 
Road tax report and payment due. 





MARYLAND 
October 1 
Property tax assessed by local collectors due. 
October 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 
October 15—— 
Sales and use tax report and payment 
due. 
October 30-—— 
Purchasers of cargo lots of motor fuel, 
report due. 
October 31 
Gasoline tax report and payment due. 











MASSACHUSETTS 
October 1 
Personal income tax second installment 
due. 


Property tax second installment due. 
October 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
October 20-—— 
Cigarette tax report and payment due. 
Excise (income) tax second installment due. 
October 30—— 
Alcoholic beverage annual excise (income) 
tax first payable. 
October 31 





Motor fuel tax report and payment due. 





MICHIGAN 


October 5—— 


Carriers’ gasoline statement due. 


October 10—— 
Common and contract carriers’ report 
and fee due. 
October 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
October 20—— 
Cigarette report and tax due. 
Diesel fuel users’ report and payment due. 
Distributors’ gasoline tax reports and 
payment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and 
payment due (last day). 


MINNESOTA 
October 1 
Motor vehicle registration fee due. 
Property tax second semiannual install- 
ment due. 
October 10—— 
Wholesalers’, brewers’ and manufactur- 
ers’ alcoholic beverage report due. 
October 15—— 
Interstate motor carriers’ mileage tax due. 
October 20—— 
Cigarette tax and report due. 
October 23—— 
Distributors’ gasoline tax 
payment due. 
Special use fuel tax report and payment due. 
Tractor fuel sellers’ report due. 





report and 


MISSISSIPPI 
October 5—— 
Factories’ report due. 
October 10—— 
Admissions tax report and payment due. 
October 15—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Manufacturers, distributors and whole- 
salers of tobacco, report due. 
Retailers, wholesalers and distributors 
of light wine and beer, report due. 
Sales tax report and payment due. 
Timber severance tax report and payment 
due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
October 20—— 
Gasoline distributors’, refiners’ and proc- 
essors’ report and payment due. 
October 25—— 
Oil severance tax and report due. 
October 31 
Motor vehicle registration fee due. 








MISSOURI 
October 5—— 


Nonintoxicating beer permittees’ report due. 


876 September, 1948 @ TAX ES—The Tax Magazine 
















port 


due, 
and 


due. 
and 


tall- 


ctur- 


due. 


and 


due. 


due. 
pay- 
hole- 


itors 


ment 


due. 


»roc- 


- due. 


i 







October 10—— 


Oil inspection tax report and payment due. 

Receivers of petroleum products, report due. 
October 15—— 

Alcoholic beverage sales report due. 

Retail sales tax report and payment due. 
October 25—— 

Use fuel tax report and payment due. 
October 30-—— 

St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 
October 31 
Gasoline distributors’ 

ment due. 
Soft drinks manufacturers’ 
payment due. 


MONTANA 





report and pay- 


report and 


October 1 
Moving picture theatre licenses issued 
and tax due. 
October 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Motor carriers’ additional fee due. 
Personal income tax second installment due. 
October 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
October 30—— 
Cement producers’ and dealers’ tax report 
and payment due. 

Coal mine operators’ tax report and pay- 
ment due. 
Oil producers’ 
payment due. 
Telegraph and natural gas companies’ tax 

and report due. 


NEBRASKA 





license tax report and 


October 1 
Express companies’ report due (last day). 
October 10—— 
Cigarette distributors’ report due. 
October 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 
October 10—— 
Liquor report by out-of-state vendors due. 
October 14—— 
Toll roads and bridges quarterly tax and 
report due. 
October 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
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and 





October 25—— 


Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due 


NEW HAMPSHIRE 
October 1 

Domestic savings bank and trust com- 
pany tax payment due. 

Personal income tax due. 

October 10—— 

Manufacturers’, wholesalers’ and im- 
porters’ alcoholic beverages report due; 
wholesalers’ payment due. 

October 15—— 
Public utilities’ property tax due. 
Use fuel tax report and payment due. 
October 31 
Motor fuel report and tax due. 


NEW JERSEY 

October 10—— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

October 20—— 

_Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ 
payment due. 

October 25—— 

Busses (municipal) gross receipts report 
and tax due. 

October 30—— 

Carriers’ gasoline tax report due. 

October 31 

Distributors’ gasoline report and payment 
due. 








tax report and 





NEW MEXICO 





October 1 
Merchants’ license tax quarterly install- 
ment due. 
October 15—— 
Income tax due. 
Occupational gross 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 
October 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
October 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 


income tax report 


due. 
October 30-—— 
Oil and gas well production tax report due. 
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NEW YORK 
October 1—— 
New York City property tax semiannual 
installment due. 


October 15— 
Personal income tax return third install- 
ment due. 


October 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and report 
on room rental in hotels, apartment 
hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 
October 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 
Ocotber 31 
Gasoline tax report and payment due. 





NORTH CAROLINA 
First Monday 
Property tax due. 
October 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
October 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
October 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 
October 30—— 
Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
panies’ report and tax due. 





NORTH DAKOTA 
October 10—— 
Cigarette distributors’ report due. 
October 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
Mineral rights excise tax semiannual in- 
stallment delinquent. 
Real property tax semiannual] installment 
delinquent 
October 20—— 
Sales tax report and payment due. 
Use tax report and payment due. 
October 25—— 
Use fuel tax report and payment due. 
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OHIO 
October 10—— 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 


October 15—— 

Cigarette use tax and report due. 

Use tax report and payment due. 
October 20—— 

Dealers’ gasoline tax report due. 
October 30—— 

Carriers’ gasoline tax report due. 
October 31 

Gasoline tax due. 





Toledo employers’ withholding return 
and tax due. 
OKLAHOMA 


October 1 
Freight car companies’ gross earnings 
return due. 
Railroad companies’ report of equipment 
leased and withheld tax due. 
October 5—— 
Operators’ report of mines other than 
coal mines due. 
October 10—— 
Airports’ gross receipts report and tax due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 
October 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 
Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
October 20—— 
Carriers’ use fuel tax report dte. 
Coal mine operators’ report due. 
Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 
Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
October 30—— 





Cotton manufacturers’ report and_ tax 
due. 
October 31 





Oil, gas and mineral gross production 
report and payment due. 


OREGON 
October 10— 
Oil production tax report and payment 
due. 
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October 15—— 


Excise (income) tax third installment 
due. 
Forest products severance tax report and 
remittance due. 
Personal income tax third 
due. 
October 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
October 25—— 
Gasoline tax report and payment due. 
October 30-—— 
Withholding tax return and payment due. 


installment 


PENNSYLVANIA 
October 10— 
Importers of spirituous and vinous liq- 
uors, report due. 
Malt beverage report due. 
Soft drinks tax report due. 
October 15— 
Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 
Manufacturers’ alcoholic beverage tax re- 
port and payment due. 
October 31—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
October 10—— 
Manufacturers’ alcoholic beverage report 
due. 
October 15—— 
Gasoline tax report and payment due. 
October 20-—— 
Sales and use tax return and payment due. 
October 31 
Corporations employing more than five 
persons, report due. 





SOUTH CAROLINA 
October 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
October 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 
Power tax return and payment due (last 
day). 
October 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 


State Tax Calendar 








October 31—— 


Motor vehicle registration and fee due. 


SOUTH DAKOTA 
October 1 
Motor carriers of passengers, tax due. 

October 10—— 

Interstate motor carriers’ report and tax due. 

October 15—— 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment due. 

October 20-—— 

Passenger mileage tax due. 

October 30—— 

Mineral products severance tax report 
and payment due. 

October 31 
Dealers’ gasoline tax report due. 
Property tax second installment due (last 

day). 








TENNESSEE 
FIRST MONDAY— 
Property tax due. 
October 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
October 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 
October 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 


due. 
Sales and use tax report and payment 
due. 
TEXAS 
October 1 





Commercial and collection agencies’ tax 
report and payment due. 

Contract carriers’ occupation tax report 
and payment due. 

Public utilities’ tax report and payment 
due. 

Radio, cosmetic and playing cards tax 
report and payment due. 

Sulphur production tax report and pay- 
ment due. 

Textbook publishers’ tax report and pay- 
ment due. 
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October 15—— 
Oleomargarine dealers’ report and tax due. 
October 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
October 25—— 
Admissions tax report and payment due. 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
payment due. 
Prizes and awards of theatres, tax report 
and payment due. 
October 30—— 
Oil production tax report and payment 
due. 


UTAH 
October 10—— 
Carriers’ use fuel tax report due 
Liquor licensees’ report due. 
October 15—— 
Use fuel tax report and payment due. 
October 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
October 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
October 15—— 
Electric light and power companies’ re- 
port and tax due. 
Express and telegraph companies’ tax due. 
Railroad, transportation and_ telephone 
companies’ tax due. 
October 31 


Gasoline 


and due. 


VIRGINIA 


tax report payment 


October 1 
Motor bus transportation license tax due. 
Public utilitics’ tax due. 
October 10—— 
Beer dealers’, bottlers’, and manufacturers 
report due. 
Warehousemen’s tobacco tax due. 
October 15—— 
Motor carriers’ tax due. 
October 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 
October 30—— 
Forest products severance tax quarterly 
report and payment due. 
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October 31—— 
Gasoline tax report and payment due. 
Motor carriers’ quarterly road tax and 

report due. 
Use fuel tax report and payment due. 


WASHINGTON 
October 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 
October 15—— 
Auto transportation companies’ 
and payment due. 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
October 20—— 
Use fuel tax report and payment due. 
October 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


report 


_ WEST VIRGINIA 
October 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
October 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 
October 30—— 
Gasoline tax report and payment due. 
Occupational gross income tax quarterly 
report and payment due. 


WISCONSIN 
October 1 
Motor carriers’ flat tax due. 
October 10—— 

Alcoholic beverage tax report due. 

Cigarette wholesalers’ and manufacturers’ 
report due. 

Oleomargarine tax report and payment 
due. 

October 15—— 

Railroad, telegraph, sleeping car and ex- 
press companies’ property tax second 
installment due. 

October 20—— 
Gasoline tax report and payment due. 


WYOMING 
October 10—— 
Carriers’ gasoline tax report due. 
October 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
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‘ederal Tax Calendar 


October 15—— 


“eturn of stamp account by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Due date, by general extension, of returns 
for year ending April 30 in the case of 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their rec- 
ords and books of accounts abroad; (4) 
domestic corporations whose principal 
income is from sources within the posses- 
sions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
May 31 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of such 
estates or trusts. 


Monthly information return of stockholders 
and of officers and directors of foreign 
personal holding companies due for 
preceding month. Form 957. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


October 31 


Final date for employers to remit to col- 
lector income taxes on wages and salaries 
withheld for the previous month. 

Quarterly return and payment (by depos- 
itary receipts or cash) of income taxes 
on wages and salaries withheld by em- 
ployers during preceding quarter. 

Quarterly return of tax withheld at source, 
under Code Section 143, on corporate and 
government bond interest. 

Returns for excise taxes due for preceding 


month. Forms 726, 727, 728, 728(a), 
729, 932. 
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